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STATE SOCIETY ACTIVITIES 














Calendar of Events 


June 10—Regular Meeting of the 
Board of Directors. 

June 29-30—Tenth Annual Regional 
Conference, Hotel Syracuse, Syra- 
cuse, New York. 


New P.O. Address for Society 


The Post Office Department re- 
quests the cooperation of the mem- 
bers of the Society in order to 
simplify distribution and promote 
delivery of mail. In addressing 
mail to the Society please include the 
Delivery District Number which is 
New York 17, N. Y. 





Committee on Nominations 


The following is the personnel 
of the 1943 Committee on Nomina- 
tions: 

James Barr 

Samuel J. Broad 
Myron A. Finke 
Joseph Getz 

John T. Madden 
Leo Mattersdorf 
Walter A. Staub 


The above members were elected 
at the May 10th meeting of the So- 
ciety, and two others will be selected 
by the Board of Directors at its 
meeting in October. 


Conference Dates Changed 


The Tenth Regional Conference 
announced in the May Issue of this 
Bulletin to be held at the Hotel 
Saranac, Saranac Lake, New York, 
on June 25-27, has been changed, 
due to wartime transportation prob- 
lems, to the Hotel Syracuse, Syracuse, 
N. Y., on Tuesday and Wednesday, 
June 29th and 30th. 


June, 1943 


The final program will be mailed 
to the membership shortly. The pro- 
gram, as being planned, will cover 
such subjects as “Renegotiation of 
Contracts,’ “Termination of Con- 
tracts,” “Costs under Government 
Contracts,” “Section 722 of the Fed- 
eral Revenue Act of 1942,” and other 
wartime problems. 


Prize Essay Contest Closes 


The Prize Essay Contest spon- 
sored by the Society closed on June 
Ist and the papers received in re- 
sponse thereto were very gratifying 
to the Committee. The papers will 
be reviewed and judged by the Com- 
mittee and the winners will be an- 
nounced as soon as possible. 


Changes in Rules and Regulations 
Regarding C.P.A. Examinations 


The Society has been advised of 
certain changes in the rules and 
regulations of the Board of Regents 
in connection with the examinations 
for certified public accountants. They 
are set forth below: 

The Board of Regents has amended 
the Commissioner’s Regulations for 
Certificate as Certified Public Ac- 
countant by adding subdivision 2 
to Article XI, Section 93, as follows: 


2. Requirements for C.P.A. Cer- 
tificate 

“Candidates for the certified pub- 
lic accountant certificate, who have 
completed their course of study in 
a col’+ge or school of accountancy 
registered by the Department as 
maintaining a satisfactory stand- 
ard, shall be immediately entitled 
to admission to the examination 
in theory of accounts, commercial 
law, and the theory of auditing. 
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Such candidates for the certified 
public accountant certificate shall 
be entitled to admission to the ex- 
amination in practical account- 


amended by adding the following: 


“On evidence satisfactory to the 
Commissioner of Education that 
an applicant admitted to the ex- 
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WARTIME PROBLEMS OF STATE AND 
LocaL FINANCE 

A symposium published by the Tax 
Institute, Philadelphia. April, 1943 

277 pages. $2.50 

Bibliography and index. 


Even during a war of global pro- 
portions we cannot afford to lose 
sight of our state and local govern- 
ments for of such is the essence of 
democracy. The federal government 
takes the stage and properly so, but 
the fiscal problems of the other gov- 
ernments must not be ignored. Some 
of these problems are hoary with age 
but their perennial bristles develop 
sharper and more ominous propor- 
tions under the impact of war. At 
the same time new problems are 
generated which also claim attention. 

This volume consists of seventeen 
articles by distinguished authorities 
and an appendix containing the re- 
ports of several regional round tables 
sponsored by the Tax Institute. 

At no time do the authors lose 
sight of the fiscal responsibilities of 
state and local governments in the 
winning of the war. A special sec- 
tion of the volume is devoted specifi- 
cally to consideration of these re- 
sponsibilities, but the feeling is clear 
throughout the entire discussion that 
basic obligations include the main- 
tenance of financial stability, intensi- 
fication of effort to solve both local 
and intergovernmental fiscal prob- 
lems, and the exercise of the utmost 
foresight in the formulation of fiscal 
policies and plans. 

The significant series of regional 
round tables sponsored by the Tax 
Institute are both summarized and 
reported in full in the appendix. In 
these reports there is a sense of com- 
ing to grips with the actual impact 
of the war in various localities. 

The wartime fiscal problems of 
state and local governments have 
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been discussed piecemeal in many 
places during the last year. In this 
volume we have a comprehensive 
over-all treatment. This book will 
bring home to expert and layman 
the bristling challenge of the state 
and local fiscal problems. 


INTERNAL AupITING—A New MaAn- 

AGEMENT TECHNIQUE 
A Symposium by the Institute of In- 

ternal Auditors 
Brock and Wallston, Stamford, Con- 

necticut, 1943 
450 pages. $3.50 

This book is a fresh approach to 
internal auditing. It is written in a 
distinctive style in the form of origi- 
nal papers and essays by practical 
men, recognized as top ranking au- 
thorities, and includes their discus- 
sions and analyses. 

If you desire to know more about 
internal auditing or if you are debat- 
ing whether or not to install an 
audit system or if you are wonder- 
ing what benefits it will bring you, 
this book will help you to answer 
these and many other important 
questions. 





SURPLUS AND DIVIDENDS 
By Henry Rand Hatfield 
Harvard University Press, Cambridge, 
Massachusetts, 1943 
48 pages. $1.00 
In the Dickinson Lectures for 
1941-42 Professor Hatfield has dis- 
cussed with his usual penetration 
and clarity two related problems in 
Accounting. He approaches surplus ° 
and dividends in the light of a 
thorough familiarity with the his- 
torical background, but he considers 
also the added complexities which 
now exist and are likely to exist in 
the future. These lectures constitute 
a summary, by a scholar of long ex- 
perience, of the accounting analysis 
of these problems. 


331 





Relief Provisions under Section 722 of the 
1942 Federal Revenue Act 


By RANbotpeH E, PAut 


HAVE been asked to speak to you 

tonight on the general relief pro- 
visions of the Revenue Act of 1942. 

I am glad to be able to tell you 
that the regulations relating to Sec- 
tion 722 have recently been issued, 
and that copies of them will be avail- 
able within a few days. I know that 
the delay in their issuance has cre- 
ated difficulties for those of you who 
have already begun to prepare claims 
for general relief, and I regret that 
you have been caused this incon- 
venience. However, I am sure that 
you appreciate the difficulties which 
confronted us in drafting these regu- 
lations, and that you will agree that 
it has been wise to make haste 
slowly in their preparation. 

I am sure that you will also agree 
that the success with which the ex- 
cess-profits tax will achieve the ends 
it was designed to serve will depend 
upon the success with which these 
provisions are administered. As the 
House Ways and Means Committee 
stated in its report on the 1941 ver- 
sion of Section 722, “The success or 
failure of legislation of this type de- 
pends to a considerable degree upon 
its intelligent and sympathetic ad- 
ministration.” The general intent 
of Congress in enacting Section 722 
is reasonably clear, but in providing 
“for the many unforeseen hardships 
which may arise under the Excess- 
Profits Tax Law” Congress was 
forced to express its intent in gen- 
eral, rather than in specific, terms. 
Hence, the task of interpreting the 
intent of Congress in those specific 
cases where the excess-profits tax 
is claimed to be “excessive and dis- 
criminatory” will devolve upon those 


whose responsibility it is to adminis- 
ter the tax statutes. 

This is a responsibility which can- 
not be accepted lightly. If the re- 
lief which Congress intended to give 
taxpayers is arbitrarily denied them, 
the excess-profits tax law can be- 
come an instrument for the destruc- 
tion rather than for the preservation 
of competitive enterprise. New and 
growing businesses, as well as busi- 
nesses which were depressed during 
the prewar years, will be deprived 
of the means with which to reestab- 
lish themselves in the postwar 
economy. 

On the other hand, if the relief 
provisions are permitted to become 
instruments for widespread tax 
avoidance, we shall have failed in 
our efforts to eliminate profiteering 
and to achieve an equitable distribu- 
tion of the costs. of the war. 

The line between eligibility and 
ineligibility for relief under Section 
722 will not be an easy one to draw. 
But “drawing the line is a recurrent 
difficulty in those fields of the law 
where differences in degree produce 
ultimate differences in kind.” Harri- 
son V. Shaffner, 213 U.S. 579 (1941). 

Responsibility for the successful 
administration of the general relief 
provisions must also rest in part 
upon taxpayers. The greater the 
number of unreasonable and exhor- 
bitant claims filed, the more diffi- 
cult it will be for the Government 
to administer relief fairly and fully 
to those who deserve it. It is, there- 
fore, highly important that busi- 
nessmen should understand the prin- 
ciples underlying Section 722 so that 
they may better appreciate the char- 


Presented at the May 10, 1943 meeting of the New York State Society of Certified Public 


Accountants held at the Waldorf-Astoria Hotel. 
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Relief Provisions under Section 722 of the 1942 Federal Revenue Act 


acter and the extent of the reliei 
which these provisions were de- 
signed to afford. For this knowl- 
edge and understanding, business- 
men will rely heavily on the men 
of your profession. I am, therefore, 
very glad to have this opportunity to 
discuss with you some of the more 
dificult problems which are likely 
to arise in the administration of 
Section 722. 


II. Classes of taxpayers covered 
under Section 722 


The general relief provisions, as 
set forth in Section 722 of the In- 
ternal Revenue Code, relate pri- 
marily to taxpayers which would 
ordinarily elect to use the average 
earnings method of computing the 


excess-profits credit. Under the 
general rule the average earnings 


credit is taken as 95 percent of the 
average earnings for the years 1936- 
1939, with appropriate adjustments 
for increases or reductions in paid- 
in capital. For most businesses 
these four years do provide a rea- 
sonably good standard of normal 
earnings. Taken as a whole, they 
were years of moderate prosperity ; 
they included one very good year 
(1937), one poor year (1938), and 
two moderately good years (1936 
and 1939). However, for some busi- 
nesses the average income of these 
four prewar years does not provide 
an adequate standard of normal 
profits. It was in recognition of this 
fact that Congress enacted the relief 
provisions in Section 722. 

The 1942 version of Section 722 
may be said to cover three general 
types of situations. First, there is 
the situation in which the occurrence 
of some abnormal event or circum- 
stance has made the base period 
earnings of the taxpayer an inade- 
quate standard for the measurement 
of normal profits. Under the 1941 
Act only physical events were in 
general recognized as the basis of 
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a claim for relief from base period 
abnormalities. The 1942 Act per- 
mits relief to be extended on ac- 
count of abnormal economic situa- 
tions as well. 

Second, there is the situation in 
which the base period earnings are 
an inadequate standard for the mea- 
surement of normal profits because 
the taxpayer’s years of normal prof- 
its did not coincide with the years 
1936 to 1939, which embrace a period 
of normal earnings for business in 
general. One example of this type 
of situation is found in the case of 
the industry which in the base pe- 
riod is in the low phase of its profits 
cycle, with the good years of its prof- 
its cycle not adequately represented 
during the base period. Another is 
found in the case of the new business 
or of the business which changed its 
character or capacity for produc- 
tion during the base period. In most 
such cases the average earnings of 
the years 1936 to 1939 could not be 
expected to reflect the earning ca- 
pacity of the business after it had 
passed through its developmental 
stage. 

Third, there is the situation of 
those taxpayers which commenced 
business after December 31, 1939. 
Such taxpayers have no 1936 to 1939 
sarnings which might reflect their 
normal profits. They would ordi- 
narily be required to use the invested 
capital method of computing the ex- 
cess-profits credit, but under Section 
722 (c) certain classes of them are 
entitled to use a hypothetical base 
period net income as the excess- 
profits credit. These are (1) tax- 
payers with intangible assets not 
includible in invested capital which 
make important contributions to in- 
come, (2) taxpayers for which in- 
vested capital is not an important 
income-coniributing factor, and (3) 
taxpayers whose capital is abnorm- 
ally low. Only in these three special 
cases is relief granted to taxpayers 
which would otherwise compute the 
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excess-profits credit by the invested 
capital method. 


III. The concept of normal profits 


The fundamental concept under- 
lying Section 722 is that of normal 
profits. The statute makes it clear 
that no taxpayer entitled to use the 
average earnings method of comput- 
ing the excess profits credit can ob- 
tain relief under Section 722 unless 
it can establish that its average base 
period net income was not a fair 
measure of normal profits. Further- 
more, once eligibility for relief is 
established, the relief afforded by 
the statute is the right to use a 
constructive average base period net 
income which justly represents nor- 
mal profits. It is, therefore, impor- 
tant to know what Congress in- 
tended this term to mean. 


A. The term “normal profits” is 
a subjective concept 


The base period approach to the 
measurement of excess profits refers 
to the individual experience of each 
corporate taxpayer, not to the col- 
lective experience of all such tax- 
payers. The 1942 amendments to 
Section 722 have not altered the 
basic approach in this regard. They 
merely broaden the scope of the 
credit to embrace hypothetical, as 
well as actual, experiences of the 
particular taxpayer, and extend the 
credit to taxpayers which had no 
base period experience. The con- 
structive average base period net 
income which must represent nor- 
mal profits still relates, not to the 
experience of business as a whole, 
or to that of any particular industry, 
but to the experience of the tax- 
payer claiming relief. 

If, for example, it is established 
that unusual circumstances made 
the income of the base period years 
an inappropriate measure of normal 
profits, the constructive average 
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base period net income must be de- 
termined with reference to the 
profits which the taxpayer in ques- 
tion could reasonably have been ex- 
pected to earn under happier circum- 
stances. Profits are not to be deemed 
abnormal merely because they were 
low. Taxpayers hoping to establish 
the abnormality of their base period 
earnings must be prepared to back 
their claims with an appeal to their 
own experience and demonstrated 
business capacity. 

However, the essentially subjec- 
tive character of normal profits does 
not mean that reference can not be 
made to the experience of other tax- 
payers insofar as such experience 
throws some light upon conditons 
within the industry or trade of the 
taxpayer itself. Evidence of this 
sort may, indeed, be highly relevant 
to a determination of the reasonable- 
ness of the taxpayer’s claim. In 
special cases, such as those of cor- 
porations -which have commenced 
business since January 1, 1940, such 
evidence is an important factor in 
the determination of that fair and 
just amount which represents nor- 
mal profits. In other words, although 
the base period experience of similar 
corporations cannot be freely substi- 
tuted for the actual experience of a 
taxpayer claiming abnormally low 
base period earnings, it might be 
used in support of the constructive 
average base period net income 
claimed by the taxpayer. The tax- 
payer will, however, be expected to 
establish the reasonableness of the 
relationship assumed between its 
own earning capacity during the 
base period and that of such similar 
corporations. 


B. When are profits not normal? 


The concept of normal profits can- 
not be subjected to precise quanti- 
tative measurement; rather we should 
think of normal profits as a matter 
of more or less. When a business- 
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man enters upon a new venture in 
the expectation of making a profit 
from it, his expectations will rarely 
be expressed in terms of an exact 
sum of money. Instead, he will be 
inclined to think of them as a range 
of possibilities. So long as actual 
profits fall within this range, they 
can be said to have come up to ex- 
pectations. Similarly, the actual 
profits of the base period years should 
be regarded as normal if they come 
within a reasonable range of the 
average profits which the taxpayer 
might be expected to earn under 
normal conditions. Slight deviations 
from the norm should not provide 
the basis for relief. 

But what is the norm, significant 
deviations from which may provide 
the basis for such a claim? Under 
what circumstances should an event 
be regarded as an abnormal one? 
Under what circumstances does the 
average base period net income of 
a taxpayer become an inadequate 
standard of normal earnings? What 
factors can be taken into account 
and what factors must be disre- 
garded in reconstructing base peri- 
od earnings? I cannot, of course, 
give you very precise answers to 
these questions here tonight, but I 
shall attempt to give you some gen- 
eral views of the Treasury on them. 
It will, perhaps, be easiest to con- 
sider them with reference to each 
of the three classes of cases covered 
under Section 722. 


C. Normal profits of taxpayers with 
base period abnormalities 


The mere fact that an abnormal 
event occurred during the base peri- 
od does not provide the basis of a 
claim for relief unless it is also es- 
tablished that as a result of this 
event the average base period net 
income is an inadequate standard 
of normal earnings. Not only must 
there be some connection between 
the event itself and the earning ca- 
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pacity of the taxpayer, but it must 
also be established that there were 
no other equally abnormal events or 
circumstances which affected earn- 
ings in the opposite manner. An 
abnormally warm winter during the 
base period might well be regarded 
as an unusual event in the experi- 
ence of a natural gas company sup- 
plying fuel for domestic heating 
purposes ; but the occurrence of such 
an event could provide the basis of 
a claim for relief only if there were 
no abnormally cold winters during 
the same period. 

The question whether an event 
should be regarded as normal or ab- 
normal is, of course, one which can 
be answered only in the light of the 
experience of particular taxpayers. 
A flood would generally be regarded 
as an abnormal event, but in the case 
of a taxpayer whose operations are 
usually interrupted by spring floods, 
it is doubtful if the occurrence of 
such floods during the base period 
could be accepted as the basis of a 
claim for relief under Section 722. 
Whether an event is to be regarded 
as normal or abnormal is also a 
matter of time. Over a long enough 
period of time all events tend to be- 
come normal events. Taxpayers 
will do well to remember that Sec- 
tion 722 operates within the frame- 
work of a four-year period. 

In the case of taxpayers depressed 
by reason of unusual temporary eco- 
nomic circumstances, earnings should 
be reconstructed not on the basis 
of the actual economic factor affect- 
ing the taxpayer’s production, costs, 
and profits for the years in ques- 
tion, but upon the basis of such 
factors as existed in the taxpayer’s 
industry. Account may be taken 
of the relationship of the taxpayer’s 
sales, costs and profits to those of 
other members of the industry in 
other periods of normal earnings for 
the industry. 

In abnormality cases of both types 
the constructive base period net in- 
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come will usually be arrived at by 
correcting the taxpayer’s actual earn- 
ings experience for the year or years 
in which its earnings were affected 
by the occurrence of the unusual event 
or events. It should not be forgot- 
ten, however, that relief is limited 
to a fair and just amount represent- 
ing normal earnings. Consequent- 
ly, if adjustments are made in the 
earnings for particular base period 
years affected by abnormally poor 
circumstances, adjustments must’ also 
be made for years affected by ab- 
normally good circumstances to en- 
sure a constructive average base 
period net income which can fairly 
represent normal earnings. 


D. Normal profits in the cycle cases 


One of the most widely discussed 
provisions of Section 722 is that re- 
lating to the eligibility of a taxpayer 
which was depressed during the base 
period because it was a member of 
an industry with a profit cycle differ- 
ing materially in length and ampli- 
tude from the general business cycle. 
A good many taxpayers appear to 
have the impression that this pro- 
vision necessitates an excursion in- 
to the higher mathematics of busi- 
ness-cycle analysis. I do not believe 
that any such excursion will, as a 
rule, be necessary. It is my opinion 
that in such cases an ounce of com- 
mon sense will carry more weight 
than a pound of statistics. It is not 
always true that “they do things 
better with logarithms.”! 

In considering the cycle cases it 
must be recalled that in selecting the 
years 1936-1939 as the standard of 
normal profits, Congress selected a 
period of 48 months within which 
was embraced one complete profits 
cycle for business in general. For 
most businesses, therefore, the choice 
of these years provided a base peri- 
od of moderate prosperity in which 
the normal fluctuation of profits 


which characterize the general busi- 
ness cycle were averaged out. 

However, it was evident that there 
would be some industries the mem- 
bers of which could not expect to 
average out good and bad years 
within these particular four years. 
The construction industry provides 
an example of an industry with a 
profits cycle longer than the cus- 
tomary 40 to 50 months cycle. Not 
every period of general business 
prosperity produces a building boom; 
instead, it appears that such periods 
of high production and profits occur 
at intervals of from twelve to twenty 
years. Taxpayers in industries, the 
profits cycles of which follow this 
building cycle for example would, 
presumably, be eligible for relief 
under subsection 722 (b) (3), if base 
period earnings inadequately re- 
flected normal earnings. 

There are undoubtedly other in- 
dustries which will attempt to estab- 
lish eligibility under this subsection. 
Some of them will be able easily to 
establish their eligibility on the basis 
of generally recognized facts. Others 
may attempt to do so through the 
use of highly refined statistical tech- 
niques. I venture the suggestion 
that arithmetic will get better re- 
sults than differential calculus and 
that if the techniques of the latter 
are deemed to be essential to the 
establishment of eligibility under 
this section, the industry is not one 
which Congress intended to relieve 
under this subsection. The mere 
fact that deviations from some gen- 
eral cycle of business profit can be 
established for a particular industry 
will not be accepted as evidence that 
the average base period net income 
is not an adequate standard of nor- 
mal earnings. 

The constructive average base pe- 
riod net income of a taxpayer in an 
abnormal cycle industry may be de- 
termined with reference to one or 


1 Cf. Cardozo, “The Parodixes of Legal-Science,” p. 1, (1927). 
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more prior periods in its experience 
when normal earnings were realized. 
However, the average income of any 
one such period will not be regarded 
as an amount representing normal 
earnings unless it is established that 
with respect to the taxpayer and 
the industry of which it is a mem- 
ber, this period bears the same rela- 
tionship to the profit cycle of the 
taxpayer and the industry as the 
base period bears to the general 
business cycle. 


E. Normal profits in the 
growth cases 


The principal defect of the base 
period approach to the measurement 
of excess profits is the fact that it 
provides an adequate standard of 
normal earnings only so long as the 
character or capacity of the taxpay- 
er’s business does not change from 
what it was during the base period. 
For the purposes of a war profits tax 
this defect would not be serious as 
regards changes initiated during the 
war years since no account can be 
taken of such changes. But there is 
another difficulty that cannot be 
handled so easily since it relates to 
circumstances which prevailed dur- 
ing the base period. This difficulty 
relates to the new business, which 
was slowly building up its earning 
capacity during the base period years. 
It also relates to the old business, 
which changed its products, its 
methods of production, or its capaci- 
ty of production during that period 
and which was therefore in the 
process of establishing a new earn- 
ing capacity bearing little or no re- 
lation to its previously established 
level of earnings. 

In these situations it is obvious 
that the average base period net in- 
come will rarely be an adequate 
measure of the normal profits of the 
new or changed business. To accept 
it as such would be to discriminate 
against the very business men who 
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most need encouragement, namely, 
the newcomers and the innovators. 
But the determination of a fair and 
just amount representing the normal 
profits of such taxpayers presents a 
difficult problem, especially if the 
business of the taxpayer has not 
reached its normal earning capacity 
by the end of the base period. 

In determining the normal profits 
of such growing taxpayers, it has 
been provided that a taxpayer shall 
be deemed to have commenced busi- 
ness or made the change in the 
character of its business two years 
before it did so. This assumption 
provides a more liberal allowance for 
growth than was provided in the 
1941 version of section 722, but 
avoids the necessity of attempting 
to distinguish between increased 
earnings attributable to the abnor- 
mal influence of the war, and in- 
creased earnings which might prop- 
erly be regarded as the continuation 
of the normal peacetime growth of 
the taxpayer into war years. Under 
the two-year push-back provision it 
will be necessary to estimate the 
level of earnings which the taxpayer 
would have attained after two more 
years of growth under the general 
circumstances and conditions pre- 
vailing during the prewar years. 
The earning capacity reflected in 
the last year of this extended growth 
period would then be used as the 
basis for the reconstruction of base- 
period earnings. 

In some such cases, however, the 
taxpayer may not have reached its 
established level of normal earnings 
until after its first excess-profits tax- 
able year. This may also be true of 
a taxpayer which was committed to 
a course of action to change its ca- 
pacity for production or operation 
prior to January 1, 1940, but which 
consummated such change in a later 
year; it will necessarily be true of 
a taxpayer commencing business 
after December 31, 1939. In these 
cases it would appear that a fair and 
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just standard of normal earnings for 
such taxpayers must be based not 
upon the full level of normal earn- 
ings, but upon the level of earn- 
ings which the taxpayer might have 
been expected to obtain in years prior 
to the time that it realized its full 
level of normal earnings. 

The reason for this provision is 
clear. The purpose of relief is to 
establish a fair and just standard of 
normal earnings to be used in deter- 
mining what portion of current earn- 
ings constitute excess profits. This 
standard of normal earnings implies 
a level or range of profits needed not 
only to furnish an adequate return 
on the capital invested in the busi- 
ness, but also to provide reimburse- 
ments for deficits or low earnings 
encountered in the early years « 
operations. Therefore, any unused 
excess-profits credit obtained as a 
result of the difference between con- 
structive normal profits and the sub- 
normal earnings of a taxpayer which 
had not yet reached its level of nor- 
mal operations would, in effect, be a 
form of double relief. Moreover, to 
permit a taxpayer to compute an 
unused excess-profits credit in such 
a case would discriminate unfairly 
against competitive corporations which 
had realized normal earnings in com- 
parable excess-profits-tax years since 
they would have no unused excess- 
profits credit: 


F. Normal profits in the case of tax- 
payers with no base period earn- 
ings experience. 


Finally, there is the question of 
normal profits of taxpayers qualify- 
ing for relief under Subsection 722 
(c). Taxpayers of this class were 
not in existence during the base pe- 
riod ; hence no appeal can be made to 
a prewar earnings record. On the 
other hand, obviously, no account 
can be taken of actual wartime earn- 
ings. 

In such cases the taxpayer in es- 
tablishing a constructive average 
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base period net income is allowed 
to refer to the actual earnings ex- 
perience of comparable taxpayers 
during the base period. This is not 
the comparative standard of the First 
World War. It does not entitle a 
new business with abnormally low 
capital to use the average profits of 
representative firms in the same 
business. It does no more than give 
a taxpayer an opportunity to recon- 
struct an earnings experience on the 
basis of comparatives after he has 
established the fact that a compari- 
son between his own earning capac- 
ity and that of such similar taxpayer 
is a reasonable one. 


IV. Rules for the computation of 
the constructive average base pe- 
riod net income. 


I should now like to discuss some 
of the specific rules which have been 
prescribed for the computation of 
the constructive average base period 
net income: 

(a) First, there is the question of 
the relationship between the general 
relief provisions of Section 722 and 
the specific relief provisions of Sec- 
tioin 713, i. e., the elimination of a 
deficit year, the 75 percent rule, and 
the growth formula. Briefly, the 
problem is this: should a taxpayer 
be permitted as a matter of right to 
benefit from the provisions of Sec- 
tion 713 if its base period earnings 
have been reconstructed under the 
provisions of Section 722? For ex- 
ample, take the case of the taxpayer 
whose operations were interrupted 
by a fire which occurred during the 
early part of 1939, with the result 
that its earnings for that one year 
were abnormally depressed. Assume 
further that after adjusting the 1939 
income so as to eliminate the effects 
of the fire upon base-period earn- 
ings, it is found that the income for 
1938 is less than 75 percent of the 
income of the other three years. 

Should this taxpayer be allowed 
to substitute for its actual 1938 in- 
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come an amount equal to 75 percent 
of the income of the other three 
years? Under the particular circum- 
stances of this case it would appear 
to be inequitable not to permit it to 
do so. If this taxpayer were not 
allowed to use the 75 percent rule, it 
would clearly be placed in a less fa- 
vorable position than a competitor 
which, except for the year of the 
fire, had a similar pattern of income 
during the base period. 

On the other hand, take the case 
of the taxpayer whose average base 
period net income is found to be an 
inadequate standard of normal earn- 
ings because it is a member of an 
industry which is subject to spor- 
adic and intermittent periods of high 
production and profits, and such pe- 
riods were not adequately repre- 
sented in the base period. In such 
a case, the actual earnings of no one 
or two specific years can be said to 
have been abnormally low. The ad- 
justment called for under Section 
722 is an adjustment in the entire 
base period earnings, and no im- 
portance can be attached to the man- 
ner in which the taxpayer may choose 
to distribute such earnings over the 
four years comprising this period. 

Clearly, this taxpayer should not 
be permitted to enjoy the benefits of 
the growth formula merely because 
it chooses to allocate the larger part 
of its constructive net income to the 
last two base period years. If it is 
established that the taxpayer was, 
in fact, growing during the base 
period, this should be taken into ac- 
count in determining the construc- 
tive average. The use of the auto- 
matic growth formula would, how- 
ever, be inappropriate in such a case. 

The rule has, therefore, been 
adopted that the principles of the 
special relief provisions may be ap- 
plied in the computation of con- 
structive base period net income if 
the case warrants their application, 
but that no taxpaver coming under 
the provisions of Section 722 will be 
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permitted to apply the special relief 
provisions of Section 713 as a matter 
of right. 

If abnormally poor years in the 
taxpayer’s base period are corrected 
under Section 722, it is contemplated 
that years of abnormally high earn- 
ings will likewise be revised and cor- 
rected in order to determine the fair 
and just amount of a taxpayer’s earn- 
ings. At first glance, this position 
may appear to be inconsistent with 
the intent of Congress in enacting a 
general relief provision. It is true 
that taken as a whole general relief 
is a one-way proposition. It pro- 
vides a higher credit for those tax- 
payers whose earnings were abnor- 
mally depressed, but it does not re- 
duce the credits of those taxpayers 
which were abnormally prosperous 
during the base period. 

However, the relief afforded by 
Section 722 is specifically limited to 
“a fair and just amount representing 
normal earnings.” Clearly, no such 
amount can be reached if account is 
taken only of those abnormalities in 
the experience of the taxpayer which 
had the effect of reducing its income. 
To ignore those abnormal circum- 
stances which tended to increase ac- 
tual base period earnings would be 
equivalent to allowing a taxpayer 
an excess-profits credit greater than 
an amount representing normal earn- 
ings. 

(b) A somewhat similar relation- 
ship exists between the general re- 
lief provisions and the specific relief 
provisions of section 711 (b) (1). In 
the latter provisions Congress has 
enacted specific rules to scale down 
abnormal or abnormally large base 
period deductions not usually ex- 
perienced by a taxpayer. These 
rules are based upon the relation- 
ship between deductions in a par- 
ticular year with such deductions 
in the preceding four years. If the 
deductions in any one year exceed 
125 percent of the average deduc- 
tions in other years, the deductions 


339 





The New York Certified Public Accountant 


in the unusually large year are me- 
chanically reduced to 125 percent of 
the average. As in the case of the 
relief provisions of section 713, the 
application of the relief provisions 
of section 711 may be unjustifiable 
if a fair and just amount represent- 
ing normal earnings pre-supposes 
the absence of unusual and peculiar 
elements. The relief rules in sec- 
tion 711 cannot be used as a matter 
of right, but may be applied in prin- 
ciple if warranted in determining 
normal earnings. 

(c) In addition to section 722, 
which is designed to correct the ex- 
cess-profits credit, the excess-profits 
tax law contains various relief pro- 
visions which mitigate the effect of 
abnormally large income during the 
excess-profits tax period. Thus, sec- 
tion 721 levels off abnormally large 
income in any one year over the 
years to which such income is actu- 
ally attributable. Section 736 (a) 
provides relief for taxpayers on the 
installment method of accounting 
which are hit by anti-inflationary 
regulations tending to bunch in one 
or two years income which normally 
would have spread over several years. 
Section 736 (b) grants a measure of 
relief to taxpayers which under the 
completed contract method of ac- 
counting must report in one year 
income from contracts which may 
have been in progress over a period 
of years. These sections and sec- 
tion 722 are complementary rather 
than mutually exclusive. As such, 
both may be used by the taxpayer. 
Congress has specifically said, how- 
ever, that in the case of installment- 
basis taxpayers the base period shall 
not be recomputed under the method 
of relief provided for the excess- 
profits-tax years; contrariwise, in the 
case of long-term contract taxpay- 
ers Congress has provided that the 
base period should be recomputed 
under the accounting method pro- 
vided as relief for such taxpayers. 
Although taxpayers using these re- 
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lief sections may also use section 722 
to correct a base period inadequacy, 
section 722 may not be used as an 
oblique means of avoiding these pro- 
visions to obtain a more favorable 
method of computation. 

(d) The determination of what is 
excessive and discriminatory excess- 
profits taxation from which Con- 
gress intended to relieve corpora- 
tions by Section 722 is not based 
upon the consideration that the ex- 
cess-profits tax consumes too large 
a portion of the taxpayer’s taxable 
income or upon the consideration 
that a taxpayer pays a larger per- 
centage of its income as tax than a 
competitor. It is based upon a find- 
ing of inherent inequity in the tax- 
payer's excess-profits credit. It is 
logical consequence, therefore, that 
relief obtained in the form of a con- 
structive average base period net 
income may be used in a proper case 
to compute an unused excess-profits 
credit for purposes of a carry-over 
or carry-back, as well as to diminish 
a tax liability for a particular year. 

In this connection, an application 
for relief need not be filed for the 
taxable year from which it is de- 
sired to carry over an unused ex- 
cess-profits credit based upon the 
constructive average base period net 
income. <A timely application filed 
for the year to which the carry- 
over is to be applied is sufficient. 

(e) Corporations comprising an 
affiliated group have the privilege of 
making consolidated income and ex- 
cess-profits tax returns. The con- 
solidated returns regulations pro- 
vide certain principles of accounting 
which view the group, generally, as 
a business unit. Consequently, any 
relief requested by the group must 
depend upon whether such group, as 
it existed during any excess-profits 
tax year, satisfied the eligibility re- 
quirements of Section 722. 

(f) It would be a useless burden 
both upon a taxpayer and the Gov- 
ernment to compel new applications 
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for relief and reexamination of cases 
after a constructive average base pe- 
riod net income has finally been de- 
termined for the taxpayer. The regu- 
lations, therefore, provide, as did the 
regulations under Section 722 prior 
to its amendment, that in certain in- 
stances a constructive average base 
period net income established for a 
taxpayer may be used in subsequent 
years without the necessity of addi- 
tional applications. This does not 
mean that any error incurred may 
not be corrected in a subsequent 
year through a reexamination. Since 
the theory of Section 722 is to es- 
tablish a fair standard based upon 
the current character of a taxpayer 
in the framework of certain base 
period conditions, a constructive av- 
erage base period net income deter- 
mined with respect to a taxpayer 
cannot be used if the character of 
such taxpayer has changed. Thus, 
if there has been any change in an 
affiliated group making a _ consoli- 
dated return, the new group must 
be examined to determine whether 
it satisfies the requirements for re- 
lief. Likewise, if a Supplement A 
transaction has occurred, the nature 
of the base period experience of the 
acquiring corporation must be ana- 
lyzed to ascertain whether it is en- 
titled to relief. 

All of you are, most naturally, in- 
terested in knowing how Section 722 
will be applied in the case of particu- 
lar taxpayers. In the nature of the 
case, “it is practically impossible in 


laying down a general rule to antici- 
pate and provide in specific terms 
for every case.” “The process of 
inclusion and exclusion, so often ap- 
plied in developing a rule, cannot end 
with its first enunciation; there must 
be some resort to the trial-and-error 
method.’* I have defined broadly 
some of the terms in which Congress 
has expressed its intent to prevent 
hardships from arising under the 
excess-profits tax law. To use the 
language of Justice Cardozo, “Defi- 
nitions more precise must abide the 
wisdom of the future.” 

In your practice of accounting you 
are concerned with the interests of 
particular taxpayers. But the inter- 
est of taxpayers can extend beyond 
the immediate case; indeed, every 
case, has not only its immediate 
particular aspects, but its long-range 
general implications. The interest 
of no particular taxpayer in the spe- 
cific application of general relief 
should be placed ahead of its fair 
administration in the interests of all 
taxpayers. Abuse of the statute 
would undoubtedly result in drastic 
modification. Everyone will remem- 
ber the abuse of the cognate sections 
of the 1918 Act. Accordingly, I hope 
that in your preoccupation with the 
cases of particular taxpayers, you 
will not lose sight of the principles 
which must govern the administra- 
tion of general relief if the excess- 
profits tax is to function as an effec- 
tive instrument of war taxation. 


1 Federal Estate and Gift Taxation, Volume I, p. 368, note 3. 
2 Federai Estate and Gift Taxation, Volume I, p. 368, note 2. 
3 Steward Machine Co. v. Davis, 301 U. S. 548, 591 (1937). 
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Inventory Principles and Practices 


By Victor H. Stemper, C.P.A. 


FARMER with a load of ma- 

nure, driving into Richmond on 
a toll-road, picked up a negro. Each 
time he approached a toll-gate, the 
keeper would say: “Whatcha got 
there, neighbor?” And each time 
the driver answered: “A load of 
manure and a nigger!” This irked 
the passenger somewhat, who finally 
said: “Mister, if you-all don’t mind, 
will you mention me first?” To the 
darkey’s mind, it was a problem of 
relative evaluation. Now, if you-all 
don’t mind, it should be mentioned 
first that we speak rather loosely of 
Inventory Valuation. 


WHAT IS THE INVENTORY 
PROCESS? 


Cost vs. Value: 


A popular misconception consid- 
ers the familiar inventory process, 
called: “cost or market, whichever 
lower”, as one of valuation or ap- 
praisal. While appraisal of inven- 
tory is pertinent in a realization and 
liquidation, and may be so in the 
purchase and sale of a business, it 
is not so in the continuous, and 
periodic accounting of a going con- 
cern. 

Accounting is not essentially a pro- 
cess of valuation, but rather the alloca- 
tion of costs incurred to current and 
succeeding periods. To use the cur- 
rent catch-phrase, its concept is one 
of “matching revenue and cost’. In 
stating the amount of inventory, the 
objective is to determine cost rea- 
sonably certain of recovery after the 
close of the current period. 


Recoverable cost: 


The term: “Market”, particularly, 
connotes valuation. The prime test 


of revenue is realization ; and market 
is, therefore, merely the yardstick 
to measure recoverable cost. Recover- 
able cost is the essential basis of stating 
inventory; and what constitutes recov- 
erable cost depends upon the circum- 
stances, and requires judgment in 
the selection of factors which have 
controlling applicability. In pass- 
ing, one need only compare the cir- 
cumstances existing in respect of 
goods produced under firm sales 
commitments with those prevailing 
where “shelf-goods” are fabricated 
or purchased awaiting future sales. 
The determination of recoverable 
cost, obviously is more complex in 
the latter case. Edward Kracke, a 
distinguished accountant who has 
written much on the subject, asserts 
the term should be: “Cost, but 
market if lower, where necessary”. 


Importance of sound accounting: 


Management, the controller, cor- 
porate counsel, and independent 
C.P.A. seek a representation of in- 
ventory which is fair, reasonable, 
and in accordance with generally 
accepted accounting principles and 
practices consistently applied. 

Management makes the _ initial 
representations, involving all of the 
implications of good faith, adequate 
disclosure of material fact, absence 
of misleading statement, etc.; the 
chief accounting officer bears the 
brunt of establishing these repre- 
sentations; corporate counsel seeks 
to protect the client by keeping him 
posted and checked as to his rights 
and responsibilities respecting these 
representations; the independent 
C.P.A. has the duty to express a 
competent opinion as to the fairiness 
of management’s representations ; 
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Inventory Principles and Practices 


both the controller and independent 
C.P.A. rest their opinions upon the 
validation of such representations 
by the application of generally ac- 
cepted auditing standards. 

In the light of inordinately high 
taxation, the S.E.C., Price Contrdl, 
Priorities and Allocation, Renego- 
tiation, and the welter of other ad- 
ministrative laws, it needs no im-- 
passioned plea to emphasize the im- 
portance of sound and consistent in- 
ventory accounting. 


Consistency of method: 


Accounting and the interpretation 
of accounting data are meaningless 
unless there be consistency of method 
from period to period; and in no 
phase of accounting is this more true 
than in regard to inventories. 

An inventory at the end of a year 
computed on a basis foreign to that 
used at the beginning of the year, 
yields a result differing from that 
attained by consistent practice; it 
may have a vital bearing on the de- 
terminaticn of net income and fi- 
nancial position. Abuses of the prin- 
ciple of consistency, availed of to 
distort or equalize profits between 
years, are common knowledge. 

The rule of consistency does not 
preclude change, but the change 
must be deliberate and not capri- 
cious, and it must be disclosed to 
meet the requirements of sound fi- 
nancial reporting. The disclosure 
entails an explanation of the change 
in policy and method, with the re- 
lated disclosure of the amount by 
which earnings have been affected, 
if material or significant. 


WHAT IS COST? 
Acquisition and/or production cost: 


One man’s selling price becomes 
cost to another; one man’s finished 
product may become raw material 
to another. Essentially, cost is 
either acquisition cost or production 
cost. In merchandising, the retailer 
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buys from the manufacturer or 
wholesaler, and sells to the con- 
sumer without changing the form 


of the goods; the problem is merely 
one of acquisition cost; whereas 
manufacturing entails a composite 
of acquisition cost of materials, la- 
bor, and indirect expense, which in 
the aggregate comprise production 
cost. 

The Cost Principle is applied in 
many ways. Business is constantly 
moving and changing; it is rarely 
static. Aggregate dollars of inven- 
tory and of cost of goods sold are 
constantly shifting, and costing must 
be applied so as to measure con- 
sistent'y the continuous flow of units 
in and out of inventory. In recent 
months all of us have been particu- 
larly interested in the relative merits 
of First-in, first-out and Last-in, 
first-out, known as Fifo and Lifo. 
As a matter of fact there should be 
mentioned, also, a third method 
known as the Highest-in first-out, 
or Hifo. Underlying these triplets, 
Fifo, Lifo and Hifo, there are con- 
cepts of specific identification or 
some form of averaging. 


Specific identification: 


Specific identification is rarely ap- 
plied to relate units in inventory to 
their direct costs. The itinerant 
peddler, with the pack on his back, 
undoubtedly used that method. To- 
day, the method is appropriate and 
feasible in respect of works of art, 
jewels, antiques, and things made to 
order; and it finds an unfortunate 
corollary in the case of securities, 
where sound accounting has been 
contaminated by tax practice which 
permits specific identification as one 
of the alternate methods of costing 
sales. For going concerns, where 
securities are held for investment, 
as distinguished from stock-in-trade, 
but are, nevertheless, significant, the 
averaging method is sounder, less 
susceptible to fantastic abuse, and 
more generally accepted. 
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Average cost: 

Not only in inventories, but through- 
out accounting, averaging prevails. 
The clearance of all expenses and 
costs to products, departments, ter- 
ritories, and otherwise, inherently 
entails allocation based on aver- 
ages. These averages may be an- 
nual, quarterly, monthly, weekly, or 
some type of cumulative, running 
average, changing with each trans- 
action, or group of transactions, af- 
fecting the accounts. Whatever form 
of average may be used, the practice 
should be consistent, and at any 
given point the same unit cost should 
prevail for costing inventory and 
for costing sales. 

A mere arithmetical average of 
prices is fallacious. The average of 
40 and 80 is 60; but the correct, 
weighted average of 10 dozen eggs at 
40¢, totaling $4.00, and 6 dozen eggs 
at 80¢, totaling $4.80, is the quotient 
of $8.80 divided by 16 or 55¢ per 
dozen. In respect of any inventory 
to which new lots are added, and 
from which removals are deducted, 
from time to time, the ultimate aver- 
age price of a series of weighted 
averages will vary dependent upon 
dates at which new weighted aver- 
ages are determined as a basis for 
subsequently relieving the account 
of dispositions. In some cases, new 
weighted averages are determined 
weekly or monthly for the purpose 
of relieving the account in the en- 
suing week or month, or in other 
cases a continuous, cumulatively 
running average may be computed 
after each acquisition and after each 
disposition. Either method may b 
appropriate and satisfactory, one or 
the other may be preferable, but the 
important factor is consistency. 


Fifo, Lifo, and Hifo: 

A farmer with limited cold stor- 
age, naturally, sells his oldest eggs 
first, lest they spoil and become 
worthless; this is first-in, first-out 
(Fifo) in its primitive simplicity. 
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Continuing the same example; the 
dealer and converter of eggs, who 
buys in wholesale quantity, candles 
his eggs, sells off quickly, or stores, 
the top grade of fresh eggs; cans 
and freezes yokes, whites, and mixed 
of lower grades; and dehydrates and 
powders the balance of those that 
measure up to requisite standards; 
thereby minimizing waste and ob- 
taining the maximum yield. The 
business is seasonal, with maximum 
conversion when eggs are plentiful 
and, therefore, usually, at lowest 
price. He buys cases of eggs by 
lots, and uses specific identification 
by lots in tallying the yield, with an 
averaging process in apportioning 
costs between grades in relation to 
uncandled, lot purchases. 

The yield of each lot, grade A 
fresh eggs, freeze, and powder is 
costed by apportionment in relation 
to identified, purchased lots. He 
may sell his grade A promptly, or 
he may hold them in cold storage 
for higher selling prices in the sea- 
son of scarcity. He may move his 
immediate grade A sales on a literal 
Fifo basis, as does the farmer, but 
he will probably cost such sales on 
some practicable hybrid, Fifo, av- 
erage-cost-basis, depending upon 
whether yield records are posted to 
perpetual inventories by individual 
lots or in summarized totals at 
intervals of a week, fortnight, or 
month, 

The same factors apply to inven- 
tories of frozen and powdered eggs 
or, for that matter, to any other 
kind of business. If the costing of 
sales is coordinated with earliest 
postings in the perpetual inventory 
(whether posted by individual lots 
or by periodic summarized totals), 
the method is essentially Fifo. If 
earliest costs lose their identity in 
perpetual inventory records by rea- 
son of extended averaging, then the 
method loses Fifo characteristics 
and becomes an average cost system. 
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Lifo: 

The last-in, first-out method re- 
verses the normal procedure of cost- 
ing sales at earliest or average prices, 
and applies latest costs against cur- 
rent sales. In theory this is an ad- 
mirable and conservative practice in 
times of rising prices, as it leaves the 
inventory priced at the lower, ear- 
lier costs. 

If sauce for the goose were sauce 
for the gander, this would require, 
on a descending price trend, that the 
latest low costs be used for costing 
sales, thereby leaving the inventory 
priced at earlier, higher costs, cur- 
rently in excess of market. In prac- 
tical operation, the method requires 
a reversion to cost or market, which- 
ever lower, in a period of declining 
prices, or a periodic “market-decline 
write-off” in order to remove in- 
flated inventory values from the bal- 
ance sheet. 


Origin of Lifo: 


Lifo had its origin as an ingenious 
substitute for the base-stock method; 
the latter having antedated the in- 
ception of federal income taxation. 
In the Kansas City Structural Steel 
case in 1930, the U. S. Supreme 
Court discredited the base-stock 
method for tax purposes, the opin- 
ion saying in effect that the method 
did not enjoy sufficient general use 
to warrant its acceptability for tax 
purposes. Nevertheless, base-stock 
has persisted and survived; if its 
use is candidly disclosed and con- 
sistently applied on a reserve basis, 
it provides a very sound and con- 
servative basis of inventory ac- 
counting. More will be said about 
it later. 


Appropriate application: 


Advocates of Lifo, the last-in, 
first-out method, stress the fact that 
it approximates more closely the 
true economic and business facts of 
inventory operations, particularly in 
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lines of industry where selling prices 
respond most quickly to replace- 
ment or reproductive cost. The pro- 
ponents claim that the method comes 
closer to determining profits on the 
basis of realization, measuring prof- 
its by matching current sales against 
current costs. 

One viewpoint holds that Lifo is 
not indiscriminately applicable to 
any and all types of business, and 
maintains that the following char- 
acteristics govern its applicability: 

(1) Selling prices should re- 
spond quickly to changes in cost; 
for it is under such circumstances 
that the largest distortions oc- 
cur under other methods. 


(2) Inventory should be a sig- 
nificant factor in operations, and 
should be consistently large in re- 
lation to other assets, to justify 
exceptional treatment. 


(3) Goods should be uniform, 
subject to identical classification 
throughout operations, to justify 
the fiction of substitution and 
equivalence inherent in Lifo. 


(4) Stable goods, of slow turn- 
over due to length of fabrication 
or other cause, inherently possess 
the prime characteristics which 
justify the use of the method, be- 
cause large portions of inventory 
carry over from one fiscal period 
to another, and are sensitive to 
market fluctuations. 


On the other hand, those opposed 
to such limitation assert that these 
criteria are mere nonsense, reared 
by inductive reasoning; that these 
were the characteristics present in 
industries which first adopted the 
plan, but that the principal of ex- 
cluding the effects of inventory price 
fluctuations from the determination 
of current earnings is a universally 
admirable objective which is equally 
important to all industry. This 
group stoutly maintains that if rea- 
sonable means of applying the sys- 
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tem can be found, its use should not 
be precluded in any industry. 

It is agreed that Lifo may be per- 
tinent to some classifications of in- 
ventory, and not necessarily to all. 
Each case is a problem unto itself. 
Incidentally, it is also generally agreed 
that the several costing methods will 
produce approximately identical ag- 
gregate results if applied consistently 
throughout a complete price cycle. 


Tax aspects: 

Appreciation of the significance 
of Lifo demands an understanding 
of the tax aspects of the method, 
called the Elective Method in the 
*Law and Regulations. 

Although last-in, first-out was not 
devised as a tax saving expedient, this 
possibility creates strong motivation. 
[t is the incidence, not avoidance, of 
taxation which the system seeks to 
correct, by closer determination of 
profits on the basis of realization, 
as opposed to accrual. Based upon 
this premise, the method seems ideal 
for any business. However, the pro- 
posal is not as simple as all that! 


Treasury regulations: 

Treasury regulations prescribe that 
the method may be used for tax pur- 
poses only if it be also used for pur- 
poses of financial reporting. Pur- 
suant to regulations, the taxpayer 
must file a return giving effect to 
the elective method, accompanied 
by an application for permission to 
use it in that year. From an ad- 
ministrative standpoint, it is con- 
ceivable that permission may be 
granted promptly, or that it may be 
withheld for a year or more. Some 
time must necessarily elapse before 
returns are analyzed statistically, 
and no decision will ignore the effect 
upon revenue. If advantageous to 
the Treasury, permission may be 
freely granted; and then the tax- 
payer may not change back without 
specific permission to do so. If the 
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Commissioner concludes that the 
adoption of the method will be ad- 
verse to the Treasury, he may, con- 
ceivably, and for good ostensible 
cause, deny permission to change, or 
he may demand a modification which 
will make the change unattractive 
to the taxpayer. 

In the first place, the change-over 
requires a restatement of the inven- 
tory ona definite cost basis at the be- 
ginning of the year in which the 
change is made, and also the submis- 
sion of the comparable inventory at 
the beginning of the next preceding 
vear on the basis then in use. 

The taxpayer must agree in ad- 
vance to pay any additional tax as- 
sessed by the Commissioner for the 
preceding year at rates then in effect, 
on the basis of the inventory re- 
stated at cost at the close of such 
year; this may involve substantial 
additional taxes. 

For the excess of quantities in in- 
ventory at the close of the year, over 
the quantities at the beginning, the 
taxpayer may apply pricing as ex- 
perienced within that year on one 
of three alternate bases: 


(1) Earliest costs making up 
such excess quantities, 

(2) Latest costs making up such 
excess quantities, or 

(3) Average costs. 


The method initially selected from 
these three alternatives must be con- 
sistently applied in subsequent years. 

Again, sericus doubt may he reared 
concerning the Internal Revenue 
Bureau's administration of the Elec- 
tive Method. The taxpayer may 
choose one of the three alternative 
methods of pricing, but in the last 
analysis the Commissioner may re- 
quire some modification which, in 
his opinion, more correctly reflects 
the true operations of the business. 
The Commissioner has always had 
wide discretion in the formulation 
of regulations, and while such ad- 
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ministration may always be subject 
to legal challenge as to conformity 
with statute, the Commissioner has 
been broadly upheld. However, a 
change in regulations or the promul- 
gation of new regulations, requiring 
changes adverse to the interests of 
the taxpayer should be sufficient 
cause for a new election. 


Price cycles: 


Were income taxation maintained 
at level rates throughout a complete 
price cycle, aggregate taxes would 
be relatively uniform under the sev- 
eral costing methods consistently 
applied, it being agreed that the ag- 
gregate profits determined under 
such methods would be approxi- 
mately equivalent. Unfortunately, 
we are far from such an Utopian 
state. The form, incidence, and rates 
of income taxation vary with con- 
sistent inconsistency from year to 
vear. 

Were a company to start the elec- 
tive method at the bottom of a price 
cycle, coincident with the top of a 
tax-rate cvcle (which is transparent- 
lv contradictory) it would have rea- 
sonable assurance of tax-saving; for 
during the years of price ascent, at 
high tax rates, it would show lower 
profits than under other costing 
methods; whereas during years of 
price decline, it would show higher 
profits at lower tax rates than under 
other costing methods, because the 
elective method requires adherence 
to the formula whether prices are 
ascending or descending. : 

We are fairly well along in the up- 
ward price spiral, which may or may 
not be satisfactorily restrained by 
price control. Price control during 
inflationary trends suggests the cor- 
ollary of a reincarnated N.R.A. to re- 
strain prices on the down grade. 
Although some of us believe we are 
at a point that should be the top of 
the tax-rate cycle; it is a foregone 
conclusion that pressure on Con- 
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gress for higher rates will continue 
at least for several years. 

The adoption of the Elective 
Method on grounds of tax oppor- 
tunism involves proper timing. Sev- 
eral vears ago would probably have 
hit the mark, from the standpoint of 
bottom prices. On the other hand it 
is urged by some, that the adminis- 
tration is now fully alive to the long 
range economic import of taxation; 
that much will be done to alleviate 
the strain on business in post-war 
vears. 

Lifo Relief Amendments: 

The Revenue Act of 1942 provides 
some relief respecting the last-in, 
first-out inventory method: 

Some taxpayers during 1942 ex- 
hausted the portion of inventory 
stated on the last-in, first-out basis, 
and drew upon the basic portion of 
inventory stated at low cost; others 
may be confronted with the necessi- 
ty of doing so during 1943. Such 
companies will be faced with re- 
placement of such basic inventory at 
substantially higher cost, entailing 
all the hazards of eventual market 
declines. In respect of such involun- 
tary liquidation, by taxpayers now 
enjoving the elective method, the 
Revenue Act of 1942 affords appro- 
priate, optional, and_ irrevocable 
election of an adjustment which may 
afford relief. The relief proposed 
contemplates adjustment of taxable 
income in the year of involuntary 
liquidation, in respect of the differ- 
ence between the cost of the basic 
inventory thus liquidated and its re- 
placement cost, whether debit or 
credit. The relief provision requires 
the payment of the tax currently due 
but provides for a delayed replace- 
ment of the inventory, and for the 
filing of a claim for adjustment of 
tax for a period of three years, if 
such delay be occasioned by inabili- 
ty to replace such inventory due to 
iaws such as those relating to priori- 
ties, allocation, etc. 
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There are some hopeful souls who 
believe that when we enter the post- 
war period, Congress will enact fur- 
ther relief for those who have chosen 
the Elective Method. They dream 
of a sort of “last-in, first-out, cost 
or market whichever lower basis.” 
Frankly, this seems to be one way 
of eating your cake and having it. 

When the sole motivation for 
change is tax avoidance, the risk and 
uncertainty are large. With a knowl- 
edge of the possible advantages and 
potential hazards, a change to the 
Elective Method coupled with due 
consideration of the general loss 
carry-back provision, is a matter of 
corporate policy to be appraised 
carefully by management before a 
binding decision is made. 


Hifo: 


Hifo, the highest-in, first-out meth- 
od, is a modification of Lifo which 
approaches the base-stock method. 
It uses the highest lot-cost in inven- 
tory in costing out sales, regardless 
of price trends, and thereby tends to 
reflect remaining inventories at the 
lowest cost. In certain mining, re- 
fining, and processing industries it 
finds some acceptance, and provides 
a reasonable and practicable solu- 
tion of the inventory problem from 
a going concern standpoint. Like 
Lifo it skirts the edges of the base 
stock method, accomplishing similar 
results without the onus of the 
name. 


Base stock method: 


3eyond question of doubt, the 
overwhelming majority of businesses 
adhere to the basic concept of stat- 
ing inventories at the lower of cost 
or market. The base stock and nor- 
mal stock methods extend some- 
where beyond that concept on 
grounds of conservatism. There is 
little distinction between base stock 
and normal stock. Base stock as- 
sumes correctly, for example, that a 
pipe line cannot be operated unless, 
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in the first place, it is filled with oil. 
While the normal stock method ig- 
nores physical characteristics, it is 
predicated on the obvious fact that 
it is at all times necessary to main- 
tain a certain fixed quantity of raw 
material, work in process, and 
finished product on hand in order 
to continue the normal flow of pro- 
duction and sales. For example, in 
the case of a small haberdashery, the 
owner must have some merchandise 
displayed on his shelves to attract 
patronage. Whether he carries little 
or much depends upon the volume 
of business which he normally en- 
joys. So, too, in a shoe factory, a 
reasonable supply of raw materials 
must be on hand to assure the con- 
tinued flow of product through fab- 
rication; there must be work in pro- 
cess at the machines in order to keep 
the machines going; and there must 
be stocks of finished product avail- 
able to meet the demands of the mar- 
ket. From, a practical standpoint, 
these normal stocks are analagous to 
fixed assets to the extent that equi- 
valent amounts stay put. Therefore, 
if these normal stocks are valued at 
some fixed amount at all times, the 
potential profit or loss relating to 
variations in market prices may be 
ignored. The profits of a company 
stated on this basis will more nearly 
approximate the real operating 
profits, inasmuch as neither the un- 
realized profits due to rising pur- 
chase prices, nor the loss on a de- 
cline are taken on the books in respect 
of such basic stocks. 


Hedging: 

In certain industries, notably smelters 
and refiners, flour millers, cotton 
weavers and spinners, witere the 
manufacturing process takes con- 
siderable time, the unavoidable specu- 
lation in raw materials during pro- 
cessing periods may be avoided by 
hedging. In other words, when a 
miller buys wheat to convert into 
flour, he immediately sells equiva- 
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lent flour for delivery at a future 
date, and to the extent that grain 
purchase commitments are not covered 
by flour sales commitments, he sells 
grain for future delivery. In this 
way he prevents the possibility of 
profit or loss on transactions which 
may arise from changes in the price 
of wheat during the processing peri- 
od. Profit or loss then reflects the 
real operating result of balanced 
quantity purchases of grain and equiv- 
alent sales of flour. Ifa tanner were 
able to sell finished leather for future 
delivery at the time he purchased 
green hides, he would be in a similar 
position. This is not true in that in- 
dustry, nor is it true in many other 
businesses. 


Normal stock method: 


In considering various accounting 
expedients which might replace the 
cost or market theory, the principal 
objective, just as in the case of Lifo, 
is to reduce to a minimum the fluctu- 
ations in profit and loss arising from 
price changes. The effect of these 
market fluctuations upon profits of 
any fiscal year is patent; in period 
of rising prices, the income account 
contains an element of “paper prof- 
it’; conversely in a declining market, 
a “paper loss”; either of which may 
not be realized. 

The adoption of the normal stock 
method requires a period of careful 
study of normal capacity, of normal 
quantities required in each category 
of inventory to maintain a normal 
flow of production, and the selection 
of a focal date to govern the pricing 
of so-called normal stock. Appro- 
priate pricing demands a study of 
the price structure for a reasonable 
cycle of, say, ten years. The price 
index selected need not necessarily 
be the lowest point to which prices 
have descended during the cycle, but 
in any event a reasonably low point 
must be chosen to avoid the impact 
of price variations which may be 
foreseen. 
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Once the basis of stating the 
amount of normal stock has been 
determined, the accounting proced- 
ure is comparatively simple; the dif- 
ference between the inventory stated 
at cost or market and that stated at 
normal stock pricing will be estab- 
lished in a Reserve for normal Stock 
Inventory. This requires the corpo- 
ration to “take its medicine” at that 
time by establishing the reserve 
through a charge to earned surplus. 
This usually entails a substantial 
sum, and if the policy be endorsed by 
the Board of Directors, it probably 
should be approved by appropriate 
action of stockholders. Quantities 
in inventory in excess of normal 
stock will thereafter continue to be 
stated at cost or market, whichever 
lower. 

When it comes to financial report- 
ing under the normal stock method, 
the system probably should be con- 
sidered a departure from general pro- 
cedure. Its use, therefore, requires 
disclosure, and as its effect upon fi- 
nancial position and earnings is usu- 
ally material, if compared with re- 
sults attained on the basis of the 
lower of cost or market, a means of 
reconciling the two methods proba- 
bly should be afforded in published 
financial statements. 

This may be done by stating in- 
ventories at cost or market in the 
balance sheet, and the normal stock 
reserve should be shown as a true 
reserve on the liability side of the 
balance sheet, thereby bringing the 
entire inventory into the total of cur- ° 
rent assets on the basis of cost or 
market, whichever lower, and afford- 
ing the conventional comparison be- 
tween current assets and current lia- 
bilities. 

In the statement of operations, the 
increase or decrease in the normal 
stock reserve, required at each clos- 
ing date to reduce the basic inven- 
tory to normal stock pricing, should 
be specifically disclosed in the profit 
and loss statement. Asa result, the 
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operations then will be presented on 
the basis of the consistent policy 
pursued by the company, namely, 
the normal stock method, but will at 
the same time disclose the adjust- 
ment needed to restate the operating 
result on the basis of the lower of 
cost or market. 

Because the adjustment is usually 
material, and is unallowable for fed- 
eral income tax purposes, it may be 
argued that the adjustment should 
appear in the published profit and 
loss statement as an addition to or 
deduction from tax paid profits, be- 
low the line at which the provision 
for federal taxes on income is de- 
ducted. The only time departure 
from this consistent treatment may 
be required would occur in the event 
of a major crisis, when prices might 
decline even below the index adopted 
for pricing normal stock; in’ which 
event an additional adjustment would 
have to appear in the statement of 
operations, reducing the amount. at 
which normal inventories are stated 
in the balance sheet to the new level 
established. 


Retail method: 


The item-for-item application of 
the principle of “cost or market, 
whichever lower” in a large retail 
establishment would be a tremen- 
dous, uneconomic job. The retail 
method cuts through this detail by 
employing a system of statistical 
averages which relates marked retail 
selling prices to purchase cost by 
means of percentages. All merchan- 
dise bears tags at retail price only, 
and all percentages are related to 
selling prices. An item costing $1.00 
and selling for $1.50 entails a profit 
of 33144% on sales. That is simple 
enough; but the scheme cannot be 
applied to an entire store as a unit; 
it has to be broken down by depart- 
ments for reasonable accuracy, due 
to significant differences in depart- 
mental profit percentages. Further- 
more, original markings of wares do 
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not remain fixed; reductions must be 
made from time to time to move 
merchandise. These ‘“mark-downs” 
have a siginificant bearing on the 
question of cost or market, which- 
ever lower, and in any event affect 
the realized departmental profit and 
loss. 

Any merchandise which is unsal- 
able at original markings is not 
worth purchase cost for inventory 
purposes and should be reduced to 
merchantable value. This is accom- 
plished by continuing the use of de- 
partmental marking in translating 
inventory at retail to inventory at 
cost or market, whichever lower. 
On the other hand, when a purchase 
market price-advance justifies an 
upward re-marking of selling price, 
this additional “mark-on” becomes 
a factor to be considered in the 
translation to cost or market, else 
the inventory would be priced in 
part at an amount in excess of cost. 

In any department, there are rela- 
tively wide variations in marking 
individual items, and the established 
departmental marking represents 
the composite rate. The propor- 
tions of high and low marked mer- 
chandise may distort the accuracy 
of inventories determined by the 
use of such composite percentages. 
This inherent weakness of the sys- 
tem is recognized, but experience 
has demonstrated that the use of 
separate departmental percentages 
reduces the margin of error to an 
immaterial figure. 

The method has borne the test of 
time as a practical and economical 
tool; its use predominates in the 
larger retail enterprises, and, to 
some degree, finds modified applica- 
tion as a control device in respect 
of finished goods in manufacturing 
enterprises fabricating many diver- 
sified “shelf-goods.” 


Manufacturing costs: 


In mercantile enterprise, the in- 
ventory cost problem is essentially 
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one of purchase cost, the primary 
evidence of which may be found in 
invoices supporting the acquisition 
of merchandise. Inventory costs in 


manufacturing enterprises involve 
distinctly different and far more 
complex considerations. Here we 


are confronted not only with in- 
voice costs of purchase materials, 
but with all the supplementary costs 
of fabrication, entailing material, 
labor and overhead. This is the 
realm of cost accounting. 

Cost accounting has two impor- 
tant aspects; the one which is more 
pertinent to this discussion relates 
to cost accounting as a basis for 
pricing. The other, which is equally 
important, and in fact far more im- 
portant from the management. stand- 
point, is the use of cost accounting 
for control purposes. 


Cast accounting and cost 
estimating: 


As an introduction, a few words 
are necessary concerning the differ- 
ence between cost accounting and 
cost estimating. It is broadly true 
that, with exception of a relatively 
limited number of large enterprises 
having well integrated cost account- 
ing systems, the great majority of 
medium-sized and small manutfac- 
turing establishments rely primarily 
upon cost estimates. Good cost esti- 
mates should not be undervalued, 
but such estimates, which are not 
based on good cost accounting and 
are not tied into the books of ac- 
counts are dangerous. The manu- 
facturer who depends on them iS 
likely to be misled by the false ap- 
pearance of accuracy, unsupported 
by provable cost accounting figures. 

A pertinent situation may be de- 
scribed briefly. In setting selling 
prices, manufacturer A who operates 
a typical small hosiery mill has cost 
estimates prepared for each style of 
hosiery manutactured. The esti- 
mator makes weight testsr of the 
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yarn required to produce a dozen 
pairs of each style, and frequently 
during the year he runs tests to veri- 
fy and correct his original figures. 
To the weight thus determined, he 
adds an allowance for waste, and 
multiplies the weight of each yarn 
by the current market price to ar- 
rive at an estimated material cost. 
Using rates for knitting labor, he 
finds no difficulty in listing and pric- 
ing the direct labor operations in- 
volved in the manufacture of each 
style. As the factory is not depart- 
mentalized for cost purposes, he ar- 
rives at the charge for manufactur- 
ing overhead by applying a fixed 
burden rate for each dozen pair pro- 
duced. This rate is calculated by 
dividing the estimated total over- 
head cost by the number of dozen 
pairs to be produced. Usually he 
ignores the cost of griege-goods 
processing, dyeing and finishing, 
and an allowance to cover losses for 
“irregular,” packing, and shipping 
costs. The net result of these cal- 
culations determines an estimated 
total cost to make each style of 
hosiery manufactured; to which 
there must be added the related dis- 
tribution expense. 

The manufacturer sells the hosiery 
at a small advance over the estimated 
preduction and distribution costs, and 
looks forward eagerly to the profit and 
loss statement at the end of the ac- 
counting period, which he confidently 
expects to show a satisfactory profit. 
In many cases, he is doomed to dis- 
appointment; the reported profit is far 
below expectations, and as a result he 
discredits what he thinks is cost ac- 
counting. The error lies in the fact 
that this manufacturer confuses cost 
estimating with cost accounting. True 
enough, he was estimating costs, but he 
was not accounting for them. It is true 
that he accumulated the material, labor 
and overhead; he estimated the cost of 
each individual style; but he did not 
tie his data together to determine why 
and to what extent his actual costs were 
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greater or less than the aggregate of 
his estimated costs. 

Instead of tying in his cost estimates 
with his financial accounting, he re- 
sorts to the inventory method, when he 
closes his books, to determine the cost 
of goods sold. Under this method, all 
costs for material, labor, and indirect 
expense are added together and ad- 
justed by the increase or decrease of 
the finished goods inventory during the 
period to obtain the cost of goods sold. 

You will note that because there is 
no tie-in between the cost estimates and 
the cost of goods sold as calculated by 
the inventory method, there is no way 
to verify the accuracy of the estimates 
as they apply to individual styles, nor 
any way of determining whether the 
costs for the period were excessive. 
There is an absence of both cost ac- 
counting and cost control! 

Perhaps this paints too dismal a 
picture. Admittedly, under the meth- 
ods outlined, it is possible to calcu- 
late roughly (outside of the books) 
the difference between the actual 
cost of material consumed and the 
material cost included in the goods 
sold on the basis of estimates. The 
same sort of calculation can be made 
for labor costs and overhead costs 
in the aggregate. But, this analysis 
is in the nature of a post mortem 
whereas the manufacturer wants 
preventive and restorative treatment. 


Cost determination and control: 


Modern cost accounting has two pri- 
mary objectives: (1) The determuina- 
tion of the unit costs of the product 
manufactured and (2) the provision of 
data for the control of costs. 

Cost control involves three steps: 
(1) the determination of what costs 
should be, (2) the comparison of 
actual costs with the predetermined 
allowable costs, and (3) corrective 
measures to eliminate the causes of 
any excessive or out-of-line costs. 
Thus, standard costs reflect allow- 
ances set to indicate what costs 
should be; and the starting point in 
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establishing such standards lies in 
the estimating method previously 
referred to. During an accounting 
period the actual costs are compared 
with the standards, broken down in 
whatever details desired, and the 
differences, known as variances from 
standard, are accumulated in separ- 
ate variance accounts. These vari- 
ance accounts provide the key to 
intelligent cost control. This is true 
because standard costs make it pos- 
sible for the accountant to base his 
reports on the principle of exception. 
When actual costs are in line with 
predetermined standards, the execu- 
tive can give his attention to other 
matters. The type of information 
which he needs and wants is that 
which requires action. Accordingly, 
reports which highlight variances 
from predetermined standards ear- 
mark matters needing remedial at- 
tention. 

Standard costs are just as valuable 
for cost determination as for cost 
control. In a competitive industry, 
selling prices cannot include large 
amounts of excess costs, because the 
more efficient concerns normally un- 
dersell the company which bases its 
selling prices on costs which include 
inefficiencies. 

Pursuing our hosiery example, 
suppose a particular style of stock- 
ing can be produced on either of two 
types of machines with different 
speeds and different piece rates. The 
cost of this style would be based 
on use of the machine which fabri- 
cates the product at the lowest unit 
cost, and the competitive selling price 
would be set accordingly. The cost 
of producing this type of hosiery on 
the inefficient machine contains an 
element of loss or excess costs, 
which cannot be recovered competi- 
tively, and should be ‘reduced to a 
minimum through good cost control. 

One is reminded of the ambitious 
factory salesman who approached a 
cagey buyer with the proposal that 
the seller was quite willing to let 
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the purchaser have his merchandise 
at factory cost in order to keep the 
mill going. Whereupon the buyer 
snapped back: “Why should I pay 
cost when I can get the merchan- 
dise at selling price.” Competitive 
markets, not costs incurred, essen- 
tially determine market prices! 


Costs distinguished from losses: 


Suppose we stop for a moment to 
ask ourselves what we mean by the 
cost of a product; just what is the 
difference between a cost and a loss? 

Let us assume that, with normal 
allowance for waste, 500 board feet 
of lumber are sufficient for the pro- 
duction of 100 finished tables. Sup- 
pose, however, that on a particular 
day the plant puts into process some 
unusually poor lumber, resulting in 
considerable waste, making it neces- 
sary to use 600 board feet to obtain 
the 100 finished tables. Two ques- 
tions arise: (1) were the tables pro- 
duced from the poor lumber any 
more valuable as a result of the ex- 
waste? (2) Was their sales 
value increased because of the addi- 
tional cost of the lumber used in 
their fabrication? Obviously, the 
answer to both questions is: “No.” 
Yet, under many so-called “actual” 
cost accounting systems, costs are 
calculated on the assumption that 
waste and inefficiency increase val- 
ues for pricing and inventory pur- 
poses. 

Too often losses are confused with 
costs. Losses and inefficiencies in no 
way add to the value of the goods 
produced, and it is easy to overlook 
them if they are buried in cost. By 
determining in advance what costs 
should be, and by segregating the 
losses and excess costs in variance 
accounts, the manufacturer has a 
logical base for pricing as well as an 
effective tool for cost control. 


cess 


Standard costs, illustrated: 


It is probably worth while to con- 
sider a simple illustration of how a 
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standard cost system works, to afford 
a better appreciation of the point. 
Let us consider the cost of yarn in 
making a particular stocking. Using 
the usual method for determining 
the weight of each type of yarn re- 
quired to manufacture that stocking, 
you would make an allowance for 
customary and unavoidable mate- 
rial waste and arrive at the allowed 
weight of each type of yarn required 
for the particular style. At regular 
intervals the number of dozen pairs 
knitted would be determined and ex- 
tended at standard weights to arrive 
at the allowed or standard weights 
for the quantity produced. At the 
same time, a running record would 
have been kept of the actual weight 
of each type of yarn withdrawn from 
stores and used in producing this 
style of stocking. Any excess usage 
priced at standard or current prices, 
would appear in the variance ac- 
count. Such variances could be due 
to either an error in the standard 
allowance or inefficient or wasteful 
use of yarn. Experience will soon 
indicate which of these influences is 
responsible for the variance and 
once it has been proved from actual 
operation that standards can be met, 
any variance which appears is an 
indication of excess usage. How- 
ever, if actual usage continues to ex- 
ceed the standard allowance, and a 
careful check of operations has been 
made to see that there is no ineff- 
ciency, then it is apparent that the 
standard was incorrect and should 
be adjusted. A standard which may 
have been somewhat crude at incep- 
tion, can be improved, gradually, 
until a most accurate unit for meas- 
uring performance is developed. 

In the same way that estimates 
can be used for establishing stand- 
ards for yarn consumption, standards 
can be established for all elements 
of material, labor, and overhead cost. 
Through use of variance accounts, 
excess or out-of-line costs connected 
with each of these elements may be 
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segregated and reported currently. 
Thus the estimates or standards may 
be tied in with the actual costs, and 
the executive may learn, soon after 
it has happened, the cause of any ex- 
cess or out-of-line costs which re- 
duce planned profits. 


Types of information provided: 


By way of further illustration, 
some of the vital types of informa- 
tion on costs which can be secured 
by a properly designed standard cost 
system are: 

(1) Raw material price changes: Es- 
timates or standards usually re- 
flect the current price of each ma- 
terial at the date the standards are 
set. Under standard cost proce- 
dure, a material price variance ac- 
count will reflect any variance of 
actual prices from standard. If 
the material in use has increased 
in. price beyond that which pre- 
vailed when the standard was set, 
the manufacturer is immediately 
apprised of this fact by the figures 
entering the variance account. It 
may be possible to take steps to 
bring the selling prices in line with 
the new cost of raw material. 

(2) Material usage: This has been 
discussed, but it is a point which 
cannot be stressed too much. Un- 
der the physical inventory method 
of determining cost, any difference 
between actual and estimated con- 
sumption can be discovered only 
after an inventory has been taken 
—when it is too late to do anything 
about it. Under a standard cost 
system, the material usage vari- 
ance account will currently report 
excess usage and immediately flash 
the danger signal when consump- 
tion gets out of line due to im- 
proper preparation of material or 
other costs. 

(3) Labor costs: Because many oper- 
ations are performed by workers 
paid on a piece work basis, the 
manufacturer is likely to feel that 


he has complete control over his 
labor cost, but if a particular prod- 
uct can be fabricated on different 
machines with different piece work 
rates, the labor cost may vary with 
the machine selected. Under a 
standard cost plan, there is one 
known best way of producing a 
particular product, and this meth- 
od is written into the standards. 
Any deviation is currently reflect- 
ed in a variance account, and the 
reason for using the more costly 
method may be explained, or the 
method be discontinued. 


(4) Subnormal runs: Another exam- 
ple of excess labor cost arises in 
connection with machine-set-ups 
for small runs. Standards are set 
for a normal run, When a smaller 
quantity is manufactured, the set- 
up-cost must be spread over the 
reduced quantity, and the manu- 
facturer who has this called to his 
attention through a variance ac- 
count is in a position to give spe- 
cial thought to setting prices for 
Special orders in small lots. In 
some cases where employees are 
paid piece rates with a guaranteed 
minimum wage or under some 
other type of incentive plan, it is 
the practice to bury the excess 
labor cost (above piece work rates) 
in manufacturing overhead. The 
use of variance accounts calls these 
excess labor costs to attention of 
management. 


Manufacturing overhead: 


The foregoing discussion has cov- 
ered accounting and control of the 
cost of direct material and direct labor. 
It is a fundamental concept of cost 
accounting that those costs which 
can be specifically identified and di- 
rectly charged to product should be 
so charged. Material and direct 
labor can usually be applied directly 
to the product manufactured, and for 
that reason are less difficult to account 
for and to control than indirect ex- 
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pense, usually called manufacturing 
overhead or burden. 

This classification includes all costs 
for indirect labor, supplies, services, 
fixed charges, or joint costs which 
cannot be allocated directly to specific 
products, but are incurred for the 
common benefit of all production in 
a department or for the entire plant. 
Because of the great variety of lines 
of product manufactured, processes 
or manufacture, equipment used, and 
types of management, it is imprac- 
ticable to outline any one best way 
for overhead application and con- 
trol, which will be equally pertinent 
in all industries and in all enterprises. 
However, there are certain funda- 
mental ideas and methods which are 
generally applicable. 


Departmental accounting: 


In most situations there are suff- 
cient differences in the processes of 
manufacture within a company to 
justify the application of burden on 
a departmental basis. Greater ac- 
curacy in unit product costs will 
result, and a basis for effective con- 
trol will be provided. It is essential 
in costs control practice to fix respon- 
sibility for costs incurred. Unless 
the processes of manufacture are 
broken down along logical lines, 
with assignment of responsibility for 
each major process to some one indi- 
vidual, it is difficult to hold any one 
individual accountable for expendi- 
tures. 

The cost of indirect labor may be 
excessive for a plant as a whole, but 
for certain processes or departments, 
the cost may be entirely logical. 
Through departmental analysis, one 
is able to localize costs which are out 
of line and, by placing responsibility 
for them, assure remedial action. 
Therefore, it may be assumed that in 
each case the manufacturing over- 
head will be accumulated in total, by 
departments, and will be applied to 
the product passing through each de- 
partment by the use of departmental 
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rates. The extent to which depart- 
mental distinctions are needed will 
depend upon circumstances in the 
individual enterprise. 


Normal capacity concept: 


Of equal importance is the normal 
capacity concept, which is essential 
to distinguish between those expenses 
which are fixed and those which are 
variable. Fixed expenses are those 
which remain constant for all rates of 
production. Property taxes, insur- 
ance, and depreciation are examples of 
such expense. Variable expenses, on 
the other hand, tend to vary directly 
with the tempo of productive ac- 
tivity. Thus, the cost of supplies 
and most indirect labor should in- 
crease or decrease as the volume of 
production goes up or down. If all 
manufacturing expenses were of the 
variable type, their application to 
product would be simple, as the 
overhead cost would be directly pro- 
portionate. 

It is the presence of fixed costs 
which has necessitated the use of 
normal capacity in establishing rates 
for the application of burden. Fixed 
costs, being constant in total amount, 
for all rates of activity, increase per 
unit of output as output declines, 
and decrease per unit of output as out- 
put increases. If a hosiery mill, 
which normally produces 10,000 dozen 
pairs of hosiery per month should 
produce only 1,000 dozen pairs in 
a particular month, the actual unit 
cost of production would be much 
higher than normal because the con- 
stant or fixed cost must be spread 
over only 1/10th of normal produc- 
tion. Such actual costs are wrong 
for pricing and inventory valuation 
purposes; because such costs are 
high when business is poor and sell- 
ing prices low; while conversely 
costs are low when business is good 
and selling prices likely to be high. 
This leads to the adoption of the so- 
called normal capacity concept. Time 
does not permit lengthy discussion, 
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but, briefly, the normal capacity con- 
cept is based upon a survey of pro- 
ductive facilities and available mar- 
kets to determine the volume which 
the particular plant can produce un- 
der a reasonable expectancy. 


Flexible budgets: 


Estimated expenses at normal ca- 
pacity and the production at normal 
capacity are used to obtain stand- 
ard burden rates. This principle is 
carried forward into what are known 
as flexible budgets to determine what 
costs should be at varying rates of 
production. This is done by means 
of a columnar form with a vertical 
column for each predetermined rate 
of activity and horizontal lines for 
ach item of expense. Thus, assum- 
ing that normal capacity for an indi- 
vidual department has been set at 
75% of maximum working hours, 
the allowance for each expense at 
normal would be recorded in this 
column. As a matter of fact this 
will have to be done in determining 
burden rates whether or not a flexi- 
ble budget is used. If an item of 
expense is one which varies directly 
with production, the allowance can 
be calculated accordingly. Where 
an expense is fixed, the allowance 
will be the same for all rates of 
operation. 

A further complication arises from 
the fact that there are some semi- 
variable expenses, which vary with 
the rate of operations, but not in 
direct proportion. In respect of 
these, past experience, and study 
and observation of expense behavior, 
gradually improve the calculation of 
the amounts to be allowed for such 
expenses at each operating rate. 


Normal costs: 


Standard costs based upon nor- 
mal capacity are often called nor- 
mal costs. These normal costs are 
usually stated in terms of direct 
labor dollars, direct labor hours, ma- 
chine hours, units of production, or 
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on some other basis which is an 
appropriate measure of activity and 
production. 


Period costs and product costs: 


No type of standard cost is, per 
se, a generally recognized method 
for financial reporting, neither as to 
the basis for stating the amount of 
inventory nor the final results of op- 
erations. As previously stated, the 
standard is a yardstick presenting 
what a thing should cost as distin- 
guished from what it does cost. By 
whatever means the difference be- 
tween standard costs and actual 
costs are segregated and reflected in 
the financial statements, the fact re- 
mains that actual costs control the 
presentation of financial statements. 
The outstanding exception, under 
normal conditions of operations, oc- 
curs when actual costs exceed rea- 
sonably attainable standards. The 
excess of actual over standard should 
become a “period” cost and not a 
“product” cost. In other words, 
such excess should be absorbed in 
current operations and should not 
become a part of inventory. 


WHAT IS MARKET? 


Relationship to recoverable cost: 


What do we mean when we speak 
glibly of market value? It has been 
pointed out that market is the yard- 
stick to measure recoverable cost, 
and that recoverable cost is the 
essential basis of stating inventory 
in a going concern. The factors gov- 
erning recoverable cost may be quite 
different in one situation compared 
with another. 

Mercantile enterprise involves no 
transformation of goods; essentially 
it is a problem of selling at a high 
enough margin to recover all costs 
and to make a profit. The enter- 
prise buys merchandise at a price 
which it believes will enable it to 
sell the goods at a satisfactory mar- 
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gin. Competitive hazards of selec- 
tion, styles, sizes, and quantities, 
which will entice trade, involve vital 
knowledge, experience, and instinct. 
There is a hope, not a guarantee, 
that merchandise will sell. Fluctua- 
tions in purchase prices are a seri- 
ous competitive hazard in the busi- 
ness. Replacement market is the 
basic measure of recoverable cost 
in such ventures. 

However, one may recall the hiatus 
in the early twenties, and at other 
times, when a merchant may have 
bought a hat for $4.00 to sell at 
$6.00, only to find the current re- 
placement price to be $3.50, but that 
the hat can only be sold at retail 
for $3.00. Under such circumstances 
replacement market does not meet 
the issue. One would have to apply 
the principle followed under the re- 
tail method, converting the $3.00 
selling price to a merchantable value 
that is, to a hypothetical cost which 
would yield a normal departmental 
profit. The hat would then be costed 
at $2.00 in the inventory, to yield a 
normal margin when sold at $3.00. 


Manufactured shelf-goods: 


When we turn to manufacturing, 
there are other factors. The busi- 
ness not only buys materials and 
supplies subject to price fluctua- 
tions, but it fabricates such ma- 
terials by the employment of labor 
and machinery. Wage rates may 
rise or fall. Substantial changes in 
volume of production based upon 
appraisal of available markets, or 
otherwise, may cause serious changes 
in burden rates. An appropriate 
statement of the amount of inven- 
tory entails not only consideration 
of replacement market, but also re- 
production cost, and in some case 
it may be fitting to consider the 
applicability of merchantable value 
as well. 

If a manufacturing company pro- 
duces shelf-goods ; items of standard 
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specification, always competitive al- 
though perhaps distinctive by reason 
of patents, trade-marks, or style, in 
anticipation of being able to sell such 
wares, it takes the risk of merchant- 
ability, and is affected by competitive 
replacement costs of materials and 
the further factor of reproduction 
cost. Retail prices of dresses re- 
spond to changes in cotton, wool, 
and other fabrics; retail prices of 
shoes react to changes in the hide 
market, the prices of tires follow the 
trend of rubber prices. If there be 
a general fall in wages, competition 
drives the manufacturers prices down, 
if one competitor finds new cost sav- 
ing: methods through better machin- 
ery, better production engineering, 
or otherwise, his competitive cost- 
savings affect selling prices in the 
trade fairly promptly. Broken lots, 
discontinued lines, obsolete, and/or 
defective merchandise or product 
must be stated at depreciated amounts 
governed by merchantable value or 
recoverable salvage. 


Firm sales commitments: 


When goods are made to order 
under enforceable sales contracts, 
the impact of the aforementioned 
factors of replacement cost, repro- 
duction cost, and merchantable val- 
ue, is distinctly different. The tire 
factory which sells its entire output 
to a chain-store organization, the 
machinery company which builds and 
sells a large Diesel engine under an 
order obtained from a public utility, 
or the woolen mill which sells its 
output to a clothing manufacturer 
under firm sales commitment, are 
reasonably assured of contractual 
revenue pursuant to these agree- 
ments. Each of these companies, 
forthwith, makes purchase commit- 
ments for materials required, make 
appropriate hedging arrangements, 
or have requisite materials on hand 
in amounts not seriously in excess 
of requirements for the sales com- 
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mitments. If so, such companies are 
not concerned about fluctuations in 
purchase-market prices of related 
materials; nor is there any need of 
taking cognizance of price declines 
in respect of materials specifically re- 
quired to meet such sales commit- 
ments. 

On the other hand there are com- 
panies that do both types of business, 
manufacture to order, and also manu- 
facture commodities for stock.’ In 
such circumstances a careful review 
of inventory on hand, coupled with 
a study of purchase commitments, 
sales commitments, and production 
scheduling is necessary to determine 
whether the company has a “bal- 
anced inventory”, and to judge the 
hazards of replacement market de- 
cline, reproduction cast, marketable 
value, potential loss on purchase 
commitments, and provision, if any, 
required for probab'e increased costs 
of completing product under firm 
sales contracts. 


Cost of market—how applied? 


Having decided in each company 
which of the several factors of mar- 
ket value have controlling applica- 
bility, there remains the further ques- 
tion of how the rule of cost or mar- 
ket should be applied. 

In strict theory, and sometimes 
for practical reasons, the lower of 
cost or market should be applied to 
each separate item in the inventory. 
However, in many cases, this would 
be imprudent or impracticable, if 
not impossible. In some industries, 
and for many years the market rule 
has been applied to sub-totals, that 
it is to groups of items or even to the 
grand totals of inventory summaries. 
Any one of these methods may be 
acceptable, although one may be pre- 
ferable, in a given case. The rule of 
consistency is obviously mandatory. 
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Perea’ 


PERPETUAL INVENTORY 
RECORDS 


The “Merchandise account”: 

Elementary bookkeeping provided 
for the use of a so-called “merchan- 
dise account” recording the opening 
inventory, subsequent purchases and 
sales, and closing with merchandise 
inventory at the end of the period; 
thereby determining the gross profit 
emanating from merchandise trans- 
actions. 

The small shopkeeper measured 
his progress by the barometer of 
cash in bank. So long as he could 
pay his bills, and still have a satis- 
factory stock of goods, he had rule- 
of-thumb assurance of profitable 
progress. 

Complications and growth 9 our 
modern business economy, make this 
conglomerate system pitifully inade- 
quate, necessitating the breakdown 
of the old merchandise account into 
separate accounts representing com- 
ponent factors. 


The need for physical inventories: 


As previously stated, it is still true 
that the greatest number of busi- 
nesses resort to the physical inven- 
tory method to determine results of 
operations for a period. We are 
prone to think of physical inven- 
tories as confirming the results of 
operations previously estimated by 
some gross profit percentage method 
at interim dates. More often than 
not, physical inventories entail sub- 
stantial adjustment and redetermina- 
tion of profits previously estimated. 

There seems to be only one way 
to assure accuracy of interim state- 
ments of operation and adequate 
control of inventory; the remedy 
lies in the maintenance of sound per- 
petual inventory records. This does 
not mean any of the superficial unit 
control devices adopted in many 
businesses. Many types of unit con- 
trol have statistical value, but they 
lack the “check and double check” 
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(made famous by Amos and Andy), 
because they are not continuously 
tied into the financial records. 


Detailed perpetual inventories: 

Reliable perpetual inventory rec- 
ords provide a separate detailed ac- 
counting for every item in the in- 
ventory which may be distinguished 
by shapé, size, weight, type of ma- 
terial, or other physical characteris- 
tics. In practical operation it re- 
quires organized store rooms under 
lock and key, under constant super- 
vision. It requires that every pack- 
age of goods coming to a store room 
shall be accompanied by a receiving 
slip which affords the basis for per- 
petual inventory recording. It necessi- 
tates the use of .well controlled requi- 
sition forms to cover materials with- 
drawn for use in work in process. 
Essentially, a sound perpetual in- 
ventory system requires this type 
of accounting control from the time 
raw materials enter the plant until 
finished product is sold. Production 
methods and operating conditions 
vary broadly and require diverse 
applications of perpetual inventory 
procedures. 


Continuous “staggered” count: 


In many cases constant control of 
the required type is momentarily 
lost while goods are in process of 
fabrication but immediately rees- 
tablished when the yield of product 
passing out of one department moves 
forward into another. Admittedly, 
such perpetual inventory records are 
subject to all of the errors of com- 
mission and omission which arise 
through human frailty. In order 
that such records may be relied 
upon, it becomes necessary, there- 
fore, that they be subjected to con- 
tinuous, “staggered”, physical count, 
with related reconciliation and ad- 
justment of perpetual records. This 
means that an internal auditing group, 
from day to day, should undertake 
physical examinations of sections or 
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store rooms, by count, weight, or 
other measurement, and should im- 
mediately reconcile such physical 
counts with the perpetual inventory 
records by reference to latest addi- 
tions and withdrawals, or otherwise. 
Upon satisfactory reconciliation, ad- 
justments should be prepared, to be 
posted forthwith to perpetual inven- 
tory records and general books, un- 
der proper authority and approval; 
thereby keeping the perpetual in- 
ventory records and general books 
in continuous accord. 


Elimination of complete physical 
inventories: 


The process of continuous stag- 
gered count and adjustment, when 
properly administered, may take the 
place, fully, of the old-fashioned 
complete annual physical inventory. 
During the past year the War De- 
partment issued a directive, pro- 
scribing any interruption of produc- 
tion by reason of inventory taking. 
Reliable perpetual inventory records 
enable full compliance with this di- 
rective, and at the same time afford 
a basis for reliable accounting. When 
detailed current book records of in- 
ventory are not kept, physical in- 
ventories are essential for the prepa- 
ration of satisfactory financial state- 
ments; otherwise unreliable rough 
estimates of inventories by the gross 
profits test or some similar method 
must be used; and these, at best, are 
mere calculations of the amount that 
should be on hand and not a determina- 
tion of what 7s on hand. 

In the case of companies engaged 
on war contracts, involving the use 
of strategic materials subject to pri- 
ority ratings, there is an obligation 
to maintain some form of produc- 
tion scheduling and planning rec- 
ords in order to comply with WPB 
reporting requirements and regula- 
tions. These records, governing the 
flow of material, also serve as help- 
ful media for corroborating the credi- 
bility of the related inventories. 
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INVENTORY AUDITING 


The work of the independent 
C.P.A.: 


Whether from the viewpoint of 
management, investors, creditors, or 
government agencies, some knowl- 
edge of prevailing auditing practice 
is important. Despite continuous 
discussion, the work which the in- 
dependent certified public account- 
ant does and the related responsi- 
bility which. he assumes are. not 
clearly understood. Aside from the 
question of “value” discussed previ- 
ously, there are those who would 
thrust upon the auditor responsibili- 
ties concerning inventories which, 
in his capacity as a professional ac- 
countant, he is neither qualified nor 
willing to assume; responsibilities 
which have never been contemplated 
in the services which he holds him- 
self out as competent to perform. 
He does not profess to be a general 
appraiser, valuer, or expert in ma- 
terials. In his professional capacity 
he does not assume primary re- 
sponsibility for physical count, tabu- 
lation, or valuation of inventory. It 
is management’s responsibility to 
make the initial representation as to 
the character and amount of inven- 
tory. The professional accountant 
undertakes to express a competent 
opinion as to the fairness of such 
representations and he satisfies him- 
self as to the credibility of the rep- 
resentations by means of procedures 
complying with generally accepted 
auditing standards. 


Auditing procedure: 


In addition to making auditing 
tests and checks of the inventory ac- 
counts and records, wherever prac- 
ticable and reasonable, he satisfies 
himself concerninig quantity and con- 
dition of inventories, by suitable 
observation and inquiry as to the 
methods of inventory taking and as 
to the care and thoroughness with 
which such prescribed methods are 
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applied. Generally accepted audit- 
ing standards today are based upon 
processes of sampling and testing 
and not upon detailed audit of each 
and every transaction. Time and 
cost are just as important regard- 
ing auditing expense as they are in 
respect of all other costs of opera- 
tion; all of these costs must be kept 
within the limits of prudent econo- 
my. In practical operation, this 
means that the independent audi- 
tor sits down with the company con- 
troller to plan the method which 
will be pursued in taking the physi- 
cal inventory. A crew of his repre- 
sentatives are usually present while 
the inventory is being taken to satis- 
fy themselves by observation that 
the prescription is being followed 
carefully and conscientiously. The 
independent C.P.A. gathers, at best, 
an over-all conception of the credi- 
bility of the inventory, based upon 
the knowledge attributable to an ex- 
perienced and reasonable man, but 
without the powers of observation 
and discrimination attributable to 
an expert dealing constantly with 
technical materials. In the sam- 
pling and testing process, the audi- 
tor probably can within reasonable 
bounds identify by inspection a ma- 
chine in process of construction with 
its related production record num- 
ber, but, in large measure, he must 
rely upon the book records as a 
reasonable representation of the 
stage of completion of the machine, 
as he certainly does not possess the 
mechanical engineering knowledge 
to accurately judge by observation 
whether the machine has actually 
reached the stage of completion re- 
flected by related records. Within 
reasonable limits, he may visually 
identify shapes, sizes and types of 
metal in raw stock inventories, but 
the extent of his testing does not 
purport to assay the metal content 
or exact measurements of such ma- 
terial. The normal examination of 
financial statements ‘assumes the in- 
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tegrity and honest intent of manage- 
ment, and only in cases of doubt 
or suspicion do the methods and 
extent of auditing processes chal- 
lenge such good faith. In cases of 
suspected error, he may submit sam- 
ples of metals to the Company’s 
own laboratory for chemical analy- 
sis and assay, and only in cases of 
suspicion would he require boxes 
and cases of finished product, clear- 
ly marked, to be opened for exam- 
ination and identification. 

Essentially, he seeks to satisfy 
himself that the prescription which 
the accounting system purports to 
follow is actually being used; that 
the principles underlying that sys- 
tem are sound, and that in the con- 
duct of his sampling and testing he 
finds nothing, other than the nor- 
mal errors due to human fallibility, 
to lead him to believe that the facts 
relating to inventories are other than 
fairly presented. 


WAR COMPLICATIONS 
Administrative laws: 


It is common knowledge that 
scarcity of material caused by the 
war has compounded the difficulties 
of business operations. At the mo- 
ment, price declines are scarcer than 
hen’s teeth; the problem is to get 
merchandise or materials at any 
price. The merchant is beset by 
WPB’s Inventory Limitation Order, 
by OPA’s Price Ceilings and Ra- 
tioning of Retail Consumption. The 
manufacturer is bound by Rationing, 
Allocation, and the Controlled Mate; 
rials Plan. Wage Stabilization affects 
all business. All of these administra- 
tive laws and related reporting entails 
the maintenance of sound inventory 
records and credible manufacturing 
costs. 


The spectre of inventory losses: 


The spectre of inventory losses 
haunts the distant horizon, apart 
from the jeopardy of termination 
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settlements, disallowed costs, and 
the threat of Renegotiation of War 
Contracts. To the extent that inven- 
tories relate to firm sales commit- 
ments under War Contracts, termina- 
tion settlements, favorable or unfa- 
vorable, will ultimately dispose of 
inherent risks. It remains to be seen 
whether such settlements can be 
shorn of frills and red tape, or whether 
they will entail paralyzing delays. 

3eyond the inventory tied up in 
such situations, there are the mate- 
rials, goods, wares, and merchandise 
held wholly at the risk of private 
enterprise, entailing many hazards 
when hostilities cease. Whether we 
shall see ruinous price declines or 
continuing inflationary trends ; whether 
the dearth of civilian commodities at 
the conclusion of the war will enable 
break-even realization, or obsoles- 
ence due to technological develop- 
ment, or otherwise, will render such 
inventories relatively worthless, are 
all matters of conjecture. While 
these problems may be considered 
foreign to the present subject, it is 
nevertheless, true that potential in- 
ventory losses of the immediate 
post-war period are inherent in what 
industry is doing today. These con- 
tingencies are not recognized by any 
government agencies in cost deter- 
mination, today. Carry-forward and 
carry-back provisions in the Reve- 
nue Act do not afford a fully satis- 
factory answer. The full brunt of 
such losses will be borne by private 
enterprise. The “Seed money” con- 
cept is scorned by the federal bureaus 
and departments. Renegotiation of 
illusory profits, determined without 
such provisions will not be reopened 
five or ten years hence. 


Demand for records and reports: 


The underlying theory of “cost 
justification” in the Price Control 
Act imposes upon all business the 
necessity of maintaining credible in- 
ventory accounts and cost analyses. 
Similarly, under the Controlled Ma- 
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terials Plan, as in the case of super- 
seded methods of priorities and 
allocation, series of reports are re- 
quired: Bills of Material, allotment 
applications, receipts and distribu- 
tion of allotments, and schedules of 
shipments and inventories of con- 
trolled materials. The preparation 
of these reports requires accounting 
direction and well planned and well 
maintained records of unfilled orders 


coordinated with production records, 
and reliable perpetual inventories. 
It is pertinent to conclude that, 
just as the complications of Cost 
Plus Contracts in the last war gave 
new impetus to sounder cost finding 
methods, so, too, the present war 
will accelerate the adoption of sound 
perpetual inventory records, sub- 
jected to continuous staggered check, 
reconciliation, and adjustment. 
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The following is a list of applicants admitted to membership, and asso- 
ciate membership in the Society, and also associate members advanced to 
membership at the meeting of the Board of Directors held on May 10, 1943: 


Membership 


Barth, Samuel, 270 Broadway, 
Of Malkin & Barth. 
Bassuk, Sidney, 521 Fifth Avenue. 
Bremner, Colin McKenzie, 41 East 42nd 
Street, 
With Pan American Airways, Inc. 


Cohen, Paul, 363 Seventh Avenue, 

With Harry Abramowitz. 

Cook, Lynn A., 1616 Walnut Street, 
Philadelphia, Pa., 

With Hart, Walters & Seagraves. 
Davidoff, Samuel, 80 Wall Street. 
Dorn, Benjamin, 11 West 42nd Street, 

With Michael Schimmel. 


Edelman, David M., 347 Madison Avenue, 
Of Apfe! & Englander. 
Eichenholtz, Maurice Alfred, 54 East 
105th Street. 
Fausak, William O., 90 Broad Street, 
With Lybrand, Ross Bros. & 
Montgomery. 
Frahm, Stephen Theodore, 383 
Avenue, 
With New York Metropolitan Milk 
Marketing Area. 
Israel, David, 1440 Broadway. 
Of Abraham S. Hochberg & Co. 
Jayson, Noah, 285 Madison Avenue, 
With Alson & Brown. 
Kaufman, Irving, 1440 Broadway, 
Of Irving Kaufman & Co. 
Kaufman, Roger B., 71 West 47th Street, 
With Jewish Social Service Associa- 
tion, Inc. 
Kline, Daniel S., 1184 Cromwell Avenue, 
Bronx. 


Madison 


Kruse, Joseph, 190 State Street, Albany,, 


With William J. Nusbaum. 
Lehrman, Joseph D., 1450 Broadway. 
Mandell, Herbert M., 570 Seventh Avenue, 

With Clarence Rainess & Co. 
Metlis, Matthew E., 509 Fifth Avenue, 

Of Metlis & Kales. 

Miller, Eugene R., 120 Broadway, 

With Barrow, Wade, Guthrie & Co. 
Pickard, Arthur S., Rialto Bldg., 

Monticello, 

Of Glick and Pickard. 

Portner, Morris, 16 Monmouth Street, 
Red Bank, N. J. 
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Robinson, Reuben R., 285 Madison 
Avenue, 
Of Reuben R. Robinson & Co. 
Sanfilippo, Arthur R., 110-116 Nassau 
Street. 
Selig, Benjamin, 1372 Broadway, 
Comptroller, The Miller-Wohl Com- 
pany, Inc. 
Septimus, Louis J., 302 Broadway, 
Of Louis J. Septimus & Company. 
Snyder, J. I., 42 Fairmont Avenue, 
Kingston. 
Sobin, Morris, 510 Sixth Avenue, 
With Hamilton Radio Corp. 
Tannenbaum, David, Wilmington, Del., 
With U. S. Navy—Office of the Cost 
Inspector at Dravo Corp. 
Traum, Morris, 261 Broadway. 
Turer, Herman D., 1 Madison Avenue, 
Of M. Grill and Company. 
Usatine, Alexander E., 80 Maiden Lane, 
With Touche, Niven & Co. 
Weed, William X., Jr., 200 Madison 
Avenue, 
With Copper Recovery Corporation. 


Associate Membership 


Bauer, Sidney Frederick, 1900 Rand Bldg., 
Buffalo, 
With Ernst & Ernst. 
Beck, Robert P., 62 Grand Street, 
Comptroller, McGlynn, Hays & Co., Inc. 
3eckerman, Stanley Herbert, 521 Fifth 
Avenue, 
With Eisner & Lubin. 
3erger, Meyer, 1 East 43rd Street, 
With A. Henry Baum. 
Brown, F. Harry, 111 Broadway, 
With Schapiro & Schapiro. 
Bruskin, Bendid, 2 Ellwood Street. 
Campbell, Douglas William, 1 Cedar 
Street, 
With Arthur Young & Company. 
Deitchman, Harold, 974—45th Street, 
Brooklyn. 
Denby, Vernon L., 1 East 44th Street, 
With Haskins & Sells. 
Finlayson, James, 125 Park Avenue, 
With S. D. Leidesdorf & Co. 
Fisher, Harold D., 521 Fifth Avenue, 
With War Dept., Office of Quarter- 
master General. 
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Forman, George, 9 Cottage Place, White 
Plains. 

Galligan, Richard Raymond, 75 Varick 
Street, : 

With Interchemical Corporation. 
Geisenhainer, Walter G., 444 Madison 

Avenue, ‘ 

With Franke, Hannon & Withey. 
Glaser, Kenneth D., 425 Riverside Drive. 
Graham, Lewis J., 274 Madison Avenue, 

With Rashba & Rosen. 

Haravay, Charles, 11 West 42nd Street, 

With George W. Perper & Co. 

Healey, John Francis, Jr., 122 East 42nd 
Street, 

With Freeport Sulphur Company. 
Hirshberg, Arthur, 1328 Broadway, 

With Gosswein & Levine. 

Hyman, Moses J., 125 Park Avenue, 

With S. D. Leidesdorf & Co. 

Kaplan, Philip, 90 Broad Street, 

With Miller, Donaldson and Company. 
Katz, Max, 175 Fifth Avenue, 

With Popper, Katzman & Kossoy. 
Katz, Nathan, 551 Fifth Avenue, 

With I. J. Skolnick & Co. 

Kaye, Gerald, 295 Madison Avenue, 

With Henry Brout & Company. 
Kimmel, Murray M., 40-D Monroe Street. 
Krotki, Carl, 501 Fifth Avenue, 

With Leeb & Troper. 

Kupersmith, Leo H., 521 Fifth Avenue, 

With Homes & Davis. 

Lassen, Rowland W., 40 Wall Street, 

Of Rowland Lassen & Co. 

Levine, David S., 246 Fifth Avenue. 
Lewis, Abbott Thayer, 56 Pine Street, 

With Price, Waterhouse & Co. 
Lowenthal, Ralph E., 2 Lafayette Street, 

With State of New York, Department 

of Taxation & Finance. 
Lynn, Irving R., Washington, D. C., 

With Reconstruction Finance Corp. 
Maurer, Herbert, 260 South Second 

Avenue, Mt. Vernon. 
Meisner, Samuel, 18 East 41st Street, 

With Head, Lewis & Co. 

Okun, Meyer, 763 Eastern Parkway, 
Brooklyn. 
Rigrutsky, William, 80 Centre Street, 

With Minimum Wage Div., New York 

State Labor Dept. 
Schermerhorn, Robert Perry, 528 Marine 
Trust Bldg., Buffalo, 

With Percival G. Bixby & Co. 

Seibert, Arthur H., 1 Liberty Street, 

With Great American Insurance 

Company. 
Spandorf, Leo, 42 Broadway, 

With Mac Albert Bank. 
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Stein, Benjamin, 18 East 48th Street, 
With Harris, Kerr, Forster & Company. 
Tatu, Albert J., 1238 Mercantile Bldg., 
Rochester, 
With War Dept., Rochester Ordnance 
District. 
Terry, Andrew J., 56 Pine Street, 
With Price, Waterhouse & Co. 
Todd, John Jones, Jr., 68 William Street, 
With Matthews Brown & Company. 
Trestyn, Philip, 398 Broadway, 
With Herman Seidman. 
Twersky, Nathan, 60 Broad Street, 
With H. L. Schwamm & Co. 
Von der Heide, Clarence Morgan, 835 
Madison Avenue. 
Wank, George, 1170 Broadway, 
With J. George Landau. 
Zachary, Joseph R., 271 Madison Avenue, 
With M. S. Scheiber & Company. 
Zaslow, Sol, 11 West 42nd Street, 
With William Ball. 
Zucker, Arthur, 80 Broad Street, 
With Seidman & Seidman. 


Advancement from Associate Membership 
to Membership 


Brussel, W. Harrison, Washington, D. C., 
With Price Administration. 
Cooper, Bertram, 157-11 Sanford Avenue, 
Flushing, L. I. 
Devlin, John William, 22 East 40th Street, 
With Johns-Manville Corporation. 
Gardener, Robert P., 60 East 42nd Street, 
With Klein, Hinds & Finke. 
Goldberg, Bernard, 570 Seventh Avenue, 
With Clarence Rainess & Co. 
Lichter, Sidney, 51 Madison Avenue, 
Witn Kipnis & Karchmer. 
Mitchell, Thomas Edward, Jr., 
With U. S. Navy. 
Muldowney, John Richard, 30 Broad 
Street, 
With R. G. Rankin & Co. 
Rabinowitz, Eli, 2134 Vyse Avenue, 
3ronx. 
Schlumpf, Howard James, 916 Hollywood 
Avenue, Bronx. 
Schor, Irving, 2116 Ditmas Avenue, 
Brooklyn. 
Shapiro, Murray, 18 East 41st Street, 
With Fluhr & Fishner. 


The number of members in the 
Society as of June 1, 1943, is as 
follows: 
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Authors of Articles In This Issue 





RANDOLPH E. PAUL, author of “Relief Provisions under Section 
722 of the 1942 Federal Revenue Act” is General Counsel for 
the Treasury. 


Victor H. Stempr, C.P.A., author of “Inventory Principles and 
Practices” is a partner in the firm of Touche, Niven & Co. 
He is a member of the Society since 1928, of which succes- 
sively he has served as Vice-President, President and Direc- 
tor. Mr. Stempf holds certified public accountant certificates 
in five other states, and is a member of those five state 
societies. He received the B.C.S. degree at the School of 
Commerce of St. Louis University in 1915. For several 
years after graduation from the St. Louis University, School 
of Commerce, he taught auditing and accounting at his alma 
mater. He is also a member of the American Institute of 
Accountants, the American Accounting Association, and the 
National Association of Cost Accountants of which he is a 
past president. Mr. Stempf has served on various com- 
mittees of the Society. 
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demands instantly. 
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Mertens 


on the 


Law of Federal Income 
Taxation 


by 
JACOB MERTENS, Jr. 


of the firm of 


Davies, Auerbach, Cornell & Hardy 
One Wall Street, New York City 


12 Volumes Price $120.00 


A complete restatement of the entire field of federal income taxa- 
tion so written that anyone interested in any phase of the subject 
may readily find the law applicable with the minimum expenditure 
of time and effort. 


It will be kept constantly to date by a monthly service, cumulated 
quarterly and pocket parts issued annually. 


Terms: 6% discount for cash or $10.00 cash and $10.00 per month. 


Descriptive literature sent on request 
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New — Improved — 


Completely Revised 
3rd EDITION 










HANDBOOK 


Immediate help to lighten the strain of today’s terrific demands on 

Accountants, Financial Officers, Business Executives. 
WILLIAM.A. PATON, Ph.D., C.P.A., Editor-in-Chief 

Assisted by a Board of 89 Contributing and Consulting Editors 








TS with the greatest call in history upon accounting, this new Third 
Edition of the AccounTANTsS’ HANDBOOK brings you the perfecting 
of the reference guide which, for twenty years, has been an accepted 
standard of authority wherever accounts are used. Completely remade, 
with every page and section abreast of today’s requirements, it places 
at your fingertips — condensed, classified, and arranged — a wealth of 
working data otherwise a practical impossibility to have available. 

Over the entire range of commercial and financial accounting, this new Hand- 
book presents, in compact form, the latest established and accepted principles... 
the /ast word in practice. 

The editors have spared no pains to give effect to the marked changes in ac- 
counting, the shifts in emphasis, the new influences that have been at work, and 
the way in which these have found expression in practice. The book reflects the 
contributions made by professional societies, by accountants, controllers, and 
corporate executives in countless organizations. It incorporates valuable im- 
provements from experience in the hands of thousands of users. 

Unparalleled Help in Meeting Today's Requirements 

In the entire literature of business, there is nothing else like the new AC- 
COUNTANTS’ HANDBOOK. It tops off all your other books on the subject, 
your technical training, your practical skill. 

When you want roy ag aap guidance on situations outside your personal ex- 
ere in detail. If others have successfully worked out your 


perience, you have it 1 
problem, the Handbook saves you endless time by giving you the results of their 


work in ready-to-use form. It helps you guard against mistakes in policy or in 
technique. Where opinions differ, and you want support in decisions, judg- 
ments and recommendations you must make, you have, in your Handbook, 


backing and authority which command respect. 


Like Adding Years of Rich and Varied Experience 
Whatever your a. you can turn to 
your Handbook with assurance of a conctse, 
reltable and inclusive answer that gives atten- 
tion, not only to accounting aspects, but 
to pertinent considerations of law, finance, 
and business management. You get maxi- 
mum help at minimum cost of effort; 
50-page index, 6,000 references, make 
everything easy to find and apply. 
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